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The debt crisis in low-iIncome countries is being
exacerbated by, and contributing to, the climate and
nature emergencies. Debt for climate and nature swaps
(DfCNS) can provide sovereign debt relief to achieve
climate and nature goals. However, debt swaps to date
have had relatively limited impact, with parallel processes
undermining development effectiveness. To improve the
quality of and scale up swap transactions in country, lIED
proposes the use of programmatic DfCNS, where all
creditors are brought together around key performance
indicators based on national climate and nature
commitments. These funds need to be channelled through
a country's own budget to strengthen the debtor country’s
ownership and accountabllity. Linking climate and nature
objectives to the ministry of finance’s debt concerns can
prioritise climate and nature outcomes while reducing debt,
and improve development effectiveness.
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CBT Climate budget tagging

CSO Civil society organisation

DAC Development Assistance Committee

DfCNS Debt for climate and nature swap

EU European Union

FCDO Foreign, Commonwealth and Development Office

GPEDC Gilobal Partnership for Effective Development Co-operation

HIPC Heavily indebted poor countries

IMF International Monetary Fund

INGO International nongovernmental organisation

NGO Nongovernmental organisation

ODA Official development assistance

OECD Organisation for Economic Co-operation and Development
PBA Programme-based approach

PIU Project/Programme implementation unit

SDGs Sustainable Development Goals

WWEF World Wide Fund for Nature
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In recent years, mounting external public debt has
placed significant constraints on low-income country
government budgets, particularly for those countries
on the frontlines of combatting climate change and
biodiversity loss. To address the intertwined challenges,
debt for nature swaps, originally developed during the
1980s Latin American debt crisis, have witnessed a
resurgence in interest. These instruments are no longer
solely focused on nature conservation but have been
used for a variety of development spending, including
in the health and education sectors, and are now
increasingly being considered to help address the
climate crisis.

This renewed interest is supported by a broad coalition
of actors ranging from multilateral institutions and
national governments to philanthropic organisations

and researchers. Despite their mixed success in the
past, recent larger debt conversions in the Seychelles
(2015), Belize (2021), Ecuador (2023), Gabon (2023), El
Salvador (2024) and Barbados (2024), along with many
more swaps in the pipeline, suggest that the instrument
is versatile, and its most impactful days may still lie
ahead.

While emerging debt for climate and nature swaps
(DfCNS) appear to offer a promising solution in theory,
they currently have some challenges. They tend to
involve the establishment of parallel mechanisms that
operate outside of government structures, limiting
national oversight and transparency. Funds are often
distributed through conservation-focused international
nongovernmental organisations (INGOs), granting
them significant authority over natural resources

and potentially undermining democratic control and
accountability. Such approaches have often been
controversial at the local level, for failing to harmonise
with existing systems and policies. Criticism of the
instrument has also been rooted in the limited impact
of small-scale swaps on alleviating debt burdens,

as well as their potential misalignment with national
development priorities.
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These critiques bear a striking resemblance to
perceptions of many aid projects which have been
widely seen as ineffective. This similarity may be
because debt management instruments have often
replicated established patterns of conventional

aid mechanisms in terms of conditionality, policy
misalignment and off-budget financial management.?

The Principles of Effective Development Cooperation
— namely country ownership, a focus on results,
inclusive partnerships, and transparency and mutual
accountability — were developed to improve aid
quality and impact.”* These principles could therefore
be usefully applied to DFCNS. A robust commitment

to development effectiveness principles by focusing
on broader, longer-term goals and impacts within
national socioeconomic development could help deliver
better climate, nature and development outcomes from
debt swaps.

Notably, there has been a lack of research into the
extent that debt swap deals have improved development
outcomes. This paper starts to fill this gap by exploring
how the approach to debt swap transactions can enable
debt swaps to align with the Principles of Effective
Development Cooperation. The paper suggests that
budget support, an instrument recognised for its

strong alignment with the principles of development
effectiveness in the development finance space, if
applied to DfCNS, can effectively tackle debt and
environmental challenges without compromising

on development outcomes. This paper presents a
model for debt swaps that builds on IIED’s approach
initially proposed by Steele and Patel in 2020,® which
advocates for debtor countries to retain accountability
for funds, as opposed to this oversight going to external
actors, such as INGOs, and for scaling up of these
swaps to address the limited fiscal impact observed
with traditional debt swaps.

Aligning DfCNS with development effectiveness
principles could help surmount the historical criticisms
of swaps and improve the impacts of funds for climate
and development outcomes. In addition, strengthening
the design of DFCNS would enable them to support
more transformative debt, climate, social and
ecological justice.

* The Principles of Effective Development Cooperation, also referred to as the ‘development effectiveness principles’, were defined at the Busan high-level forum
and underpin the Global Partnership for Effective Development Co-operation (GPEDC) build on the aid effectiveness principles in the Paris Declaration on Aid
Effectiveness (2005) and the Accra Agenda for Action (2008). These principles were further reinforced in the Mexico High Level Meeting Communiqué (2014)
adopted during the first high-level GPEDC meeting and the Nairobi outcome document agreed at the second high-level meeting in 2016 (European Commission,

2025).
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Stemming from an analysis of DFCNS against the
development effectiveness principles, the following
action points are identified for a range of actors:

Creditors and debtors can jointly develop debt swap
transactions that:

= Use results-based budgeting against selected
key performance indicators (KPIs), with a focus on
strengthening local systems and local institutions as
key outcomes (forming process rather than output
indicators).

= Use general-purpose funds to enable the debtor
country to implement broader development activities
in parallel to/integrated as part of environmental and
climate action.

Debtor countries can:

= Form a cross-department and cross-society task
force to discuss and develop a swap proposal,
with widespread public consultation. The debtor
country government can work with their affected
communities in co-developing KPls, and also ensure
parliamentary oversight of the debt swap transaction
where possible.

= Use climate and nature budget tagging and
tracking tools to improve financial transparency and
accountability.

6 www.ied.org

Public sector actors can improve their support of debt
swap transactions by:

= Supporting debtor countries through the provision
of credit guarantees and enhancements that can
enable greater engagement of the debtor country’s
private creditors.

= Supporting the debtor country to develop their
national public financial management systems,
such as through climate and nature budget tagging
and tracking initiatives that can improve financial
transparency and accountability.

The G20 or other relevant international body can:

= Formalise debt swaps through the creation of a
platform for DFCNS, to enable a comparability of
approach from all creditors, improve transparency and
information sharing, and crowd-in engagement across
different types of actors.

All actors can:

= Scrutinise debt swaps transactions and advocate for
transparent and just processes, including through
advocating for all lenders to embrace the Principles of
Effective Development Cooperation.



‘Green’ debt relief for
development
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Climate change and biodiversity loss are monumental
global challenges threatening people, societies,
ecosystems and species survival. As the global South
faces the disproportionate burdens of these crises,
low-income countries are struggling with limited climate
resilience while simultaneously seeking to meet their
developmental needs. These multifaceted threats are
driving countries deeper into debt, especially in the
aftermath of the COVID-19 pandemic and growing
geopolitical turmoil, leaving many at risk of defaulting
on their loans.* The pressure of debt and the focus

on conventional economic growth, despite its market
failures, have led climate and nature to be neglected as
a policy priority by more traditional economic decision
makers in many ministries of finance.

To address these intertwined challenges, there is a
growing interest in ‘green’ debt relief, which not only
alleviates public debt burdens but also supports climate
and nature action. Among various instruments being
proposed as potential solutions, DFCNS have garnered
significant attention from multilateral institutions,
researchers and governments.®

Developed by conservationist Thomas Lovejoy of the
World Wide Fund for Nature (WWF), debt for nature
swaps were introduced as a potential solution to the
Latin American debit crisis by offering debt relief to
countries that were willing to protect their natural
resources.® With climate change having moved up the
international agenda, the idea of revisiting and adapting
these debt conversions to promote climate adaptation
and mitigation has been gaining traction, with a number
of transactions taking place in recent years.

Despite their attractive premise, debt swaps have
tended to have had only a modest impact on reducing
the debt burden of countries while incurring high
transaction and monitoring costs.” Criticism has also
come from some NGOs and researchers. A group

of 26 NGOs, including Greenpeace, have rejected
debt for climate and nature swaps, citing their limited
impact on debt burdens, lack of transparency and
misalignment with national development priorities. In
addition, many types of debt swap transactions may
not align with country policy and systems due to the
strong involvement of external actors such as INGOs,?
and the limited space for debtor governments to define
programmes and projects according to their own
development and sectoral priorities.®

Collaborative decision making and inclusive
partnerships have been lacking in many swaps, leading
to human rights violations such as loss of land tenure
rights for local communities, displacement, expropriation
of property and loss of livelihoods.'®

On further examination, the parallels between criticisms
raised against traditional development ‘aid’ projects and
debt swaps become apparent. A wide range of critiques

8 wwwi.iied.org

have been raised against traditional aid, including tight
control by funders; diminished ownership of domestic
governments and democratic control; and the lack of
alignment with national and local priorities.''? Similar
criticisms around debt relief arise because debt relief
instruments have shared features such as conditionality,
misalignment and off-budget financial management (that
is, they are not included in or passing through the official
budget and financing systems of the government).'®

These limitations have also undermined perhaps the
strongest potential benefit of debt swaps: to bring
climate and nature concerns into the heart of national
economic decision making in low-income countries.
Linking climate and nature outcomes to the ministry

of finance's focus on the debt burden can elevate and
prioritise these more neglected issues. This is why
fostering a nationally owned and domestically led policy
debate in low-income countries on debt, climate and
nature is so crucial.

Given these limitations, debt swaps have remained a
relatively niche instrument. Between 1987 and 2015,
only about US$2.6 billion worth of debt for nature deals
were signed globally, spanning around 30 countries,
and resulting in around US$1.2 billion in transfers to
conservation projects.' Among all debt for nature swaps
during this period, over three-quarters were completed
in the 1990s, and over 93% were public debt for nature
swaps. However, this trend may be changing, with
relatively high-value debt conversions being signed
more recently in Seychelles (US$21.6 million, 2015),'®
Belize (US$553 million, 2021),'¢ Ecuador (US$1.6
billion, 2023),'” Gabon (US$500 million, 2023)'8 El
Salvador (US$1 billion, 2024)'° and elsewhere (see
Figure 1). Other countries, including Eswatini, the
Gambia, Kenya and Sri Lanka are also considering debt
swap deals.?%?!

Given that debt relief and other forms of development
finance have some similar challenges, the development
effectiveness frameworks that were created to improve
aid delivery could hold important lessons for the
design and implementation of effective debt swap
transactions. The Paris Declaration (2005) formalised
aid effectiveness principles: ownership by recipient
governments; alignment of donor support with recipient
strategies and systems; harmonisation of procedures
and approaches among donors; managing for results;
and mutual accountability. The Paris Declaration also
called for external donors to avoid creating dedicated
structures and instead use country systems to the
maximum extent possible.?

Furthermore, the Paris Declaration emphasised the use
of programme-based approaches (PBA) to achieve the
ideals set out in the declaration.?® The Organisation

for Economic Co-operation and Development (OECD)
characterises PBAs as approaches that involve
leadership of the host country or organisation, unified
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Figure 1. Value of treated debt in previous debt for nature and debt for climate and nature swap transactions
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Sources: Graph adapted from Goncalves, S (2023) Portugal to swap $153 million Cape Verde debt for nature, Reuters, 20 June, with
additional data from Furness, V (2024) Which countries have completed debt swaps for nature and climate, Reuters, 4 December.

budget frameworks, coordination among providers,
harmonisation of procedures, and utilisation of local
systems for programme design, implementation

and monitoring.2* Within PBAs, budget support

is considered the most closely aligned with the
development effectiveness principles. In recent years,
while some bilaterals (such as the UK's Foreign,
Commonwealth and Development Office) have moved
away from budget support, others are increasingly using
it, including the World Bank, regional development
banks such as the Asian Development Bank (ADB)
(development-based operations and results-based
approaches), the International Monetary Fund (IMF)
(Resilience and Sustainability Trust Fund) and some
bilaterals such as the French Development Agency
(AFD) in their policy-based loans.?

The approach that lIED has developed, the
‘programmatic debt swap’, aims to scale up the use
of debt swaps by using nationally owned climate and

nature priorities, budget support and a comprehensive
approach to engaging creditors. The original research
paper?® and 18-month pilot in Cabo Verde, Guinea-
Bissau, Mauritania and Senegal®” placed a strong
emphasis on country ownership and inclusive societal
engagement, which strongly align with the development
effectiveness agenda.

IIED's model proposes using robust fiduciary
standards to improve accountability and allow for
resources generated through debit relief to be spent
on development priorities, such as education and
healthcare, as long as the locally defined climate and
nature KPIs are met. This is intended to foster greater
country ownership due to the increased policy and
fiscal flexibility.

The next two sections of this paper explore how
DfCNS can align with the Principles of Effective
Development Cooperation.

www.iied.org
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While debt relief and debt swaps are technical financial
interventions, they have clear development objectives
and implications. As discussed above, earmarking
funds and imposing conditionalities alongside a lack of
alignment with debtor country policies and systems are
criticisms made against both debt swaps and broader
‘aid’ or development assistance programmes.

Cassimon and Essers?® suggest that characterising
debt relief from an aid modality equivalence perspective
is helpful in understanding its varying performance
and track record. They suggest this is because debt
relief is a ‘chameleon’ which mimics different types

of development aid, from traditional project aid to
multi-year general budget support. The ‘colour’ of the
chameleon depends on the embedded conditionality,
alignment with recipient country policies and systems,
and the budgetary resource effect of particular debt
relief interventions.?®

The OECD'’s Development Assistance Committee
(DAC) reached consensus on documenting debt relief
as a part of official development assistance (ODA) in
2020.%° Therefore, applying the effectiveness principles
initially formulated for ODA to debt relief, including
DfCNS, helps to ensure the consistent alignment of the
use of ODA resources and reduces transaction costs.
A growing number of organisations have endorsed
development cooperation principles, including civil
society organisations (CSQs). Private sector actors

are also engaged through the Kampala Principles for

Figure 2. The five principles in the Paris Declaration on Aid Effectiveness
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Effective Private Sector Engagement in Development
Co-operation.®' These principles could also inform
private creditors’ involvement in DFCNS.

A growing recognition of aid’s ineffectiveness in
achieving development objectives led to a series of
high-level forums on aid effectiveness, including in
Rome (2003) (see the Rome Declaration, 2003), Paris
(2005), Accra (2008), Busan (2011) (see GPEDC
Busan Partnership Agreement, 2011), Mexico (2014)
(see GPEDC Mexico Communique, 2014), Nairobi
(2019) (see GPEDC Nairobi Outcome Document,
2016), Kampala (2019) and Geneva (2022) (see
GPEDC Geneva Summit Declaration, 2022),
coordinated through the OECD. The main theme for
these forums was the improvement in coordination of aid
between donors and recipient states. Each forum aimed
to enhance aid effectiveness, with each progressively
expanding the scope, stakeholders and principles
guiding international development aid and cooperation.

At the 2005 Paris Forum, five Principles for Aid
Effectiveness were formalised: ownership, alignment,
harmonisation, managing for results and mutual
accountability (see Figure 2). The declaration sought
to put the global South in the driver's seat,®*? marking a
fundamental shift in a development landscape beset by
donor-driven approaches.

The 2008 Accra forum extended the range of
stakeholders involved in the effectiveness agenda,
encompassing CSOs and non-traditional donors (going

Managing for Results

Partners
set the agenda

Using
partners’ systems

fygeIunoage ennpy

Simplifying procedures Sharing information

Source: Reproduced with permission from OECD (2011) Aid Effectiveness 2011: Progress in implementing the Paris Declaration.

Better Aid, OECD Publishing.
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beyond the G7 to other bilateral donors, and other types
of donors, such as philanthropic organisations).

The 2011 Busan forum further acknowledged the
evolving global aid landscape, recognising the
emergence of South—South cooperation. This
highlighted that aid relationships no longer solely
entailed ‘rich’ nations assisting ‘poor’ nations but
also involved middle-income countries in dual roles
as donors and recipients. This intricate development
cooperation network also includes a diverse range

of non-state actors, including multilateral and global
financial institutions, private businesses and CSOs.%*

The Busan forum also renamed the Paris framework
(the Principles for Aid Effectiveness) as the Principles of
Effective Development Cooperation and consolidated
the five principles to four (see Figure 3). This framework
has subsequently been endorsed by 161 countries and
56 organisations.®* While broadening the principles’
coverage to emerging donors, the Busan declaration
downplayed certain principles. Alignment with

recipient strategies and systems, and harmonisation of
procedures and approaches among donors, previously
regarded as fundamental principles, were replaced

with the combined principle of transparency and mutual
accountability, which was seen as a compromise.
Despite this, the final document still highlighted that the
signatories of the Paris Declaration would endeavour to
fully adhere to its principles. Ultimately, while the Busan
forum helped expand the breadth of the development
effectiveness agenda, critics argue that it simultaneously
diluted it.%®

Figure 3. The Principles of Effective Development Cooperation
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More recently the 2019 Kampala Principles for
Effective Private Sector Engagement in Development
Co-operation applies the approach to set out principles
for private sector aid, as this has been growing as a
significant aspect of development finance.

In recent years funders’ engagement with the Principles
of Effective Development Cooperation has been mixed.
Important bilateral funders (including Belgium, Canada,
Denmark, Germany, the Netherlands, Norway, Sweden
and the UK) do not refer to the effectiveness principles
in their development strategies or only selectively
engage.®® Some researchers suggest a lack of political
will, with bilateral funders seeking to further national
objectives (such as more tied aid and political visibility)
and developing country recipients aiming to increase
financial inflows and preserve policy flexibility.?” Others
suggest that stakeholders do see value in revitalising
the political commitment to aid effectiveness.®® This
includes stakeholders such as larger multilateral
players such as the World Bank, IMF (through the
Resilience and Sustainability Trust Fund) and some

of the regional development banks such as ADB
(through development-based operations and results-
based approaches), who have seen a continuing or
strengthening commitment.®°

Budget support is a financing approach based on the
principles of aid effectiveness and entails transferring
external financing resources directly into a government'’s
national treasury and managing the funds in line with
the recipient’s budgetary procedures. After rising in
popularity in the mid-2000s, the use of budget support
by some bilaterals has declined more recently, but other
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Source: Reproduced with permission from the Global Partnership for Effective Development Co-operation.
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multilaterals have increased their use of such results-
based financing instruments.*® Results-based financing
is an umbrella term that refers to any programme or
intervention that provides rewards to the recipient after
agreed-upon results are achieved and verified. The
approach shifts budgeting and planning processes
from a perspective of inputs to outcomes, which can
help prevent over-prescriptive and rigid impositions

of creditors on recipient governments. Results-based
financing can therefore increase flexibility for recipient
governments to enable them to adapt approaches to
their contexts and allow for experimentation, piloting
and learning from delivery as it progresses. When
designed well, this type of approach thus has the
potential to provide a stronger focus on the broader
actions necessary to improve outcomes (as opposed to
the more myopic focus on inputs), as well as strengthen
local ownership and the capacities of local institutions
and systems.*'#2

There are still ongoing debates around fiduciary risks
involving potential misuse of budget support funds,
including corruption, and allocation of funds to sectors
not related to stated objectives. Concerning political
risks, critics of budget support highlight that it can lead
to corruption and undermine incentives for mobilising
domestic revenues.

While there is a strong theoretical link between aid
effectiveness, budget support and positive development
outcomes, demonstrating this empirically has been more
challenging. The question of whether the Principles of
Effective Development Cooperation have led to better
outcomes remains debated.

A 2019 study by the European Commission did find
some evidence that applying the principles yielded
better outcomes. Budget support was found to
increase access to essential services, particularly in

IIED ISSUE PAPER

education and healthcare, improve public financial
management, and enhance domestic accountability. For
instance, in Timor Leste, budget support enhanced the
government’s capacity for reforms; in Ghana it aided

in responding to economic challenges; in Nicaragua

it bolstered accountability measures; and in Zambia it
facilitated economic recovery. The research found that
there needed to be careful and consistent adherence to
the principles to yield benefits.*?

A study by Gisselquist et al. did not find any clear
systematic link between adhering to the principles and
development-related outcomes like economic growth
and reductions in inequality and poverty. However,

the study emphasises that the principles represent
normative commitments for global partnerships;
supporting efficient, transparent and comprehensive
institutions at various levels. Therefore, they can

serve as a framework for dialogue and cooperation
between development partners and can guide financing
decisions in the context of the Sustainable Development
Goals (SDGs).*

Research has shown that budget support, which

some argue is a clear manifestation of the Principles

of Effective Development Cooperation, can deliver
positive results. A comprehensive and systematic
assessment carried out by the German Institute for
Development Evaluation (DEval) revealed that most
anticipated outcomes associated with budget support
are substantiated by ample evidence. The evaluation
showed that budget support leads to increased public
expenditure in education and healthcare. There was also
evidence of more effective public financial management
and policies geared towards pro-poor spending. There
was no conclusive evidence linking budget support

to increased corruption or disincentives for domestic
taxation and revenue generation.*® The Independent
Evaluation Group's internal evaluation of the World
Bank’s budget support and Development Policy
Financing (DPF) programmes showed performance was
comparable to, or slightly better than, that in other World
Bank projects.

www.iied.org 13
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Debt swaps are transactions that involve some form of
exchange of debt for a defined outcome. In a DfCNS, a
creditor may agree to reduce the debt owed to them by
a debtor in exchange for the debtor making investments
in an area of climate or nature in the debtor country.
Here, a debt swap may involve some form of debt relief
against an agreement on the general use of funds for
particular climate and nature outcomes, or an agreement
between the creditor and debtor to convert the debt in
some way, such as a change in the terms.

Debt swaps can also be a more direct financial
transaction, such as debt forgiveness, buying the debt
back at a cheaper rate on the secondary market, or
supporting the conversion of the debt to a different
financial vehicle. The funds freed up from this kind of
transaction would then be channelled to climate and
nature purposes.

There are a range of forgiveness, rescheduling and
refinancing operations that could take place as part of a
swap, and often swaps involve a mix of these operations.
As a result, there are a range of ways that swaps can be
structured, and a broad range of transactions that can
be labelled ‘debt swaps'.

The details of a transaction and the mix of forgiveness,
rescheduling and refinancing operations depend on
factors including how much the country owes, who the
creditors are, historical engagement and relationship
with the creditors, the willingness of the creditors to
support climate and nature objectives, and the financial
and economic position of the debtor.

The details of a transaction also depend on who is
driving and supporting it — which could be the ministry
of finance of a debtor country, or a climate and nature-
related domestic or international organisation — and
what their approach and objectives are. The entry

point and objective can also affect how a swap is
characterised and structured.

This section builds on IIED’s approach to DFCNS

as initially proposed in Steele and Patel (2020)*®

and elaborated in IIED (2021 and 2023).474¢ This
section highlights the challenges, trade-offs, and
approaches for aligning debt swaps with the Principles
of Effective Development Cooperation with a view to
maximising the effectiveness and accountability of the
swap's outcomes. This approach has been termed a
‘orogrammatic debt swap’.*®
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There are four key elements of the programmatic
approach, discussed below and summarised in Table 1.

Debt relief needs to engage all country creditors,
including China and the private sector who are
increasingly important creditors for many countries. This
will help deliver debt relief at scale and lower transaction
costs. It will also avoid debt relief from one creditor
being used to pay off another creditor.

To engage all country creditors, a more comprehensive
approach is needed than for bilateral negotiations.
This is likely to require more effort and time, but

can help to scale up transactions, crowd in funding
and ultimately increase impact. However, trade-

offs are needed to balance the benefits of trying to
achieve a more comprehensive creditor engagement
approach with avoiding a lack of progress with some
creditors hampering the transaction altogether. Swap
transactions can still be effective with the engagement
of some, if not all, creditors, depending on the country
and debt contexts.

One of the key differences between previous debt
crises, such as in Latin America in the 1980s, or

the widespread developing country debt crises

of the 1990s that led to the Highly Indebted Poor
Countries Initiative (HIPC), and today, is that the
creditor composition of sovereign debt has shifted
dramatically, with private players increasingly involved
in the sovereign debt market. In 2020, private lenders
held approximately 62% of the external debt held by
low-income countries, up from 43% in the 2000s.
These creditors encompass bondholders, corporate
financial institutions, direct resource-backed loans
from private enterprises, and syndicate loans, resulting
in a fragmented private sector creditor landscape.®°
The increasing complexity of debt requires debtor
country management of increasingly diverse creditors,
all with varying terms, incentives and relationships
with the debtor country, making it challenging to
balance these wide-ranging creditor interests with a
country’s needs. The nuances of different creditors
need to be taken into account in trying to achieve
comprehensive engagement.

Private credit is both more expensive than loans

from bilateral and multilateral lenders and also

brings challenges in harmonising with the objectives
of development cooperation. It could potentially
weaken the emphasis on effectiveness by blurring

the boundaries between development interventions
and economic returns to investors.®! In the context of
DfCNS, the interests of private sector actors could be
aligned with short-term financial and reputational gains
rather than debt sustainability or positive outcomes for
debtor countries. As a result, it has been difficult to
get private sector engagement in debt relief initiatives.
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This challenge is evident within initiatives like the G20
Common Framework for Debt Treatments, where
incentivising private debt holders to participate has
been slow and in some cases impossible. To overcome
these challenges, it may be necessary to make the
goals of development cooperation and profits coincide
— which often involves greater involvement of the
public sector in absorbing the risk and concessionality
elements. Increasingly, bilateral and multilateral funders
are providing guarantees and insurances for debt swap
transactions to help de-risk finance and engage more
creditors.®? These types of enabling actions need to be
developed further and scaled up.

In addition to private creditors, China has rapidly
become the largest official bilateral creditor for low-
income countries. China has resisted the ‘interventionist
haircut approach’ that many other international creditors
have adopted since the 1980s debt crisis,*® although
behind the scenes, China often forgives debt on an

ad hoc country by country basis, even if it is not fully
transparent. Against this backdrop, there have been
calls for China to engage in DFCNS more openly to
restructure some of the loans in its Belt and Road
Initiative.®* Recently China has shown some willingness
to consider this approach. In October 2023, for
instance, China signed a debt swap memorandum

of understanding with Egypt. While the details of

the agreement are yet to be finalised, news reports
suggest debt worth US$100 to US$120 million®® is to
be exchanged for Chinese investment in development
projects. The debt swap was part of a wider initiative by
Chinese state-owned banks to restructure existing local
government debt with longer-term loans at lower interest
rates to mitigate debt risks.%®

Transparency and public access to information are also
essential to upholding consistent and ongoing scrutiny
of creditor practices and in maintaining constant
pressure on creditors to engage in just debt relief.

An international platform for debt swaps would be a
helpful structure to enable the crowding-in of financiers
(bilateral, multilateral, philanthropic, and so on) that
can provide enabling interventions such as political
risk guarantees; support the standardisation of initial
terms and approaches for debt swap transactions; and
improve the transparency and accountability of actors
in such transactions. Such a platform could be similar
to the G20 Common Framework for Debt Treatments
beyond the Debt Service Suspension Initiative®” —
the platform could help to more widely formalise

swap transactions, and provide a space for dialogue,
knowledge exchange and arbitration.
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Under the Highly Indebted Poor Countries Initiative
(HIPC) debt relief programme in the 1980s and 1990s
around 25% of the debt cancelled was used for poverty
reduction spending.®® Considering the current high debt
levels of many countries, budgets and public spending
continue to be squeezed. This means a proportion of
the finance released by a DFCNS will likely need to be
used for infrastructure and social spending alongside
promoting growth (which would include climate and
nature investments).

Most debt swap transactions to date take ‘use of
proceeds’ approaches, allocating all ‘freed’ up funds
from a transaction to environmental or climate outcomes.
This can result in the country’s overall position in relation
to pressure on its broader social and development
spending to remain unchanged.

A general-purpose approach, on the other hand, would
mean that some of the debt relief could be spent on
other priorities (for example, infrastructure, welfare,
health and education) and some funds could free up
fiscal space as long as the agreed climate and nature
KPls were met.

This type of approach also enables investment in
national and local systems and processes, including in
public financial management and budgeting systems. As
well as improving the transparency and accountability

of flows, strengthening national systems improves the
integration of climate and nature responses across
public activities, and strengthens long-term planning
and delivery of climate and nature activities.

Supporting investment in national and local systems,
along with integrating nationally and locally owned KPls
into debt swap transactions, can also help mitigate

the moral hazard issue of debt relief, where debt relief
can distort borrower expectations, behaviour (which
becomes more risky) and incentives to repay. A focus
on strengthening institutional quality and delivering

on national objectives improves the sustainability of
outcomes and incentives for sustained investment in
national systems and objectives.*®

It is vital to structure swaps around the achievement

of KPls in line with a country’s national climate, nature
and poverty commitments from their own development
strategies and plans. These can come from Nationally
Determined Contributions (NDCs), National Adaptation
plans (NAPs), National Biodiversity Strategy and Action
Plans (NBSAPSs), and others, where these have been



developed through a broad and inclusive consultation
process in-country. Implementing additional national
and local stakeholder consultations can help select and
define the KPls to improve levels of local ownership.

The negotiation of current debt swaps often involves

a high degree of confidentiality as the disclosure of
price-sensitive information could lead to unpredictable
fluctuations in the debt markets. The lack of public
consultation and parliamentary oversight in many deals
due to commercial sensitivities have led some CSOs
to criticise the lack of transparency and free, prior,
informed consent in DFCNS.5° However, focusing
consultation on the outcomes expected from a debt
swap in terms of climate and nature outcomes, which
do not pertain to the commercially sensitive parts of
transaction itself, should still be feasible and would
increase the ability of debt swaps to address these civil
society concerns.

Past debt swaps have been more focused on
conditionalities, which have been detailed and
restrictive. The funds generated were often ring-fenced
and earmarked for specific projects and activities
outlined in the agreement, sometimes for extended
periods spanning decades. In addition, many lacked
meaningful engagement, participation and partnership
with local actors.

Too often the design and implementation of swap
transactions have overlooked key stakeholders in
decision-making processes, undermining the principle
of inclusive partnerships. For example, in the Bolivian
debt-for-nature swap of 1987, the Tsimané Indigenous
community was insufficiently consulted and the debt
swap terms created a national park which did not
recognise their informal user rights.®' Similarly, the
WWHF/The Nature Conservancy swap in Costa Rica
(1988), connecting two national parks for diverse
ecosystems, led to farmer displacement and resource
access issues.®? Even some more recent swaps have
failed to include meaningful public participation, or
adequate public transparency around the deals.®®

As countries evolve, so do their priorities. A
conditionality agreed some time ago may no longer
align with the country’s current socioeconomic or
environmental landscape. This can hinder coordination
with changing national priorities, potentially impacting
the swap's outcomes and the principle of country
ownership. This underscores the importance

of designing DfCNS agreements that ensure
accountability, while offering some degree of flexibility to
adapt to changing circumstances.

Local communities and actors should be part of
the swap process from the outset, and have a key
voice in determining the desired environmental
and climate outcomes, as well as how they will be
achieved. Consultation, participatory processes
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and co-production processes are essential to
facilitate engagement from various local and
national stakeholders.

The programmatic approach of basing transactions on
KPIls and supporting results-based budgeting could
help bring greater flexibility in implementation and
delivery for debtor countries, allowing for modification
of activities and approaches over time. Using results-
based budgeting can help drive action and investment.
The selected KPIs would then need to be tracked
through transparent verification systems, and with
independent verification mechanisms.

National and local government actors need to be
closely involved in decisions on spending, whether that
means that the new funds are managed through the
debtor government’s own budget systems, through a
public—private arrangement such as a special purpose
vehicle, or similar. Given the discussion on development
effectiveness and budget support, we recommend
channelling the debt relief through the government’s
main budget. To avoid any real or perceived corruption,
there should also be a focus on strengthening national
systems, with results-based budgeting, accountability
governance, fiduciary standards and expenditure
tracking against the KPls — for example, through the
use of a climate and nature budget tagging system.®*
This would support larger swaps, increase debtor
country ownership and help improve accountability to
national citizens as well as to creditor interests.

Budget support could help reduce the high transaction
costs of swaps, as it costs less to design and

manage financing through existing national systems

in comparison to most alternatives. It also ensures the
highest share of funds stays in the domestic economy
for each dollar spent (or forgiven).®

Historically implemented debt for nature swaps have
often involved a range of practices that hindered their
effectiveness and long-term sustainability. For instance,
some creditors ‘micro-earmarked’ to closely monitor
fund use and used their own implementation, monitoring
and evaluation mechanisms, bypassing recipient
countries’ own systems. In addition, some INGOs'
approaches to governance weakened debtor nations’
voice and control.%¢

Segregating debt swap funds and using external
systems parallel to national government systems is still
the overwhelming norm in debt swaps. For instance, in
the Seychelles debt for nature swap of 2015, an ‘arms-
length’ institution from government, the Seychelles
Conservation and Climate Adaptation Trust, was set
up to manage the resources generated by the swap.5’
Similarly, the Belize Fund for a Sustainable Future
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and the Galapagos Life Fund (Ecuador) were set up

as independent funds as part of swaps in the two
countries. Creditors and their intermediaries, such as
environmental INGOs, may prefer ring-fencing as a way
of having greater oversight on how funds are allocated,
implemented and monitored. It has also been suggested
by some researchers that in recent DfCN swaps
implemented in smaller countries, creditors and INGOs
can exert significant influence over natural resources
through their project/programme implementation units
(PIUs).%® Once programmes are completed, expertise
and capacity developed over the funding period may
be lost as the PIU disbands, thus failing to contribute to
long-term capacity building and country ownership.

Transparency and accountability are key to creditor
confidence in using national systems and can help
enable finance to flow through these national systems.
With this aim, countries could use fiduciary tools to
help strengthen their public financial management.
Expenditure tracking tools are one approach to
strengthening transparency and accountability.

Climate budget tagging (CBT) is, ‘a tool for identifying,
classifying, weighting and marking climate-relevant
expenditures in a government’s budget system, enabling
the estimation, monitoring and tracking of those
expenditures’.®® Globally, 26 countries have introduced
or piloted CBT at the central level, and several more are
developing or designing CBT systems.”
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For biodiversity budget tagging, the UNDP and
European Commission’s Biodiversity Finance Initiative
(BIOFIN) has developed the Global Biodiversity
Expenditure (GLOBE) taxonomy. This is aligned

with CBT, working as a tool for tagging and tracking
biodiversity expenditures. These expenditure tracking
tools could help improve the transparency of spending
flows against the agreed KPls. Adopting robust fiduciary
standards and climate and nature budget tagging can
enhance accountability and foster political acceptability
and trust among bilateral funders to revive interest in
budget support.

Such systems can be extremely valuable — to feed

into national investment planning; to evidence a track
record for national systems and institutions in relation to
receiving and channelling international funding; and to
greatly strengthen downward and upward accountability
and transparency processes, and so on. However,
setting up tagging and tracking tools in national financial
systems can be highly resource intensive, costly, and
take years to properly integrate. They require high and
ongoing investment in setting up and running, requiring
buy-in and support from development partners.

Other aspects of governance and fiduciary standards
in the flow of funds could also be strengthened in ways
to improve transparency and accountability to national
citizens and creditors.
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Table 1. How ‘programmatic debt swaps’ can align with development effectiveness, and how this alignment could address some key challenges with debt swaps

Philanthophy | [J

All partners are engaged
in development planning
and implementation,
recognising their specific
and complementary roles.

Pl e

Development efforts
have a lasting impact
on eradicating poverty
and enhancing partner
countries’ capacities.

Increasing complexity of
debt market (for example,
private sector and China).

Some actors do not use
approaches aligned with
the Principles of Effective
Development Cooperation.

There is no formalised
mechanism in the
international architecture
to support development
partnerships,
standardisation,
accountability, knowledge
sharing, etc of swap
transactions.

Lack of flexibility in the
determination of funds for
the debtor country, resulting
in pre-decided allocations
becoming ineffective due

to changing climate impact,
local situations, and inability
to learn from activities and
integrate the learning as
implementation progresses.

Siloed and short-sighted
implementation of
environmental activities.

Small-scale swaps with
limited benefits for fiscal
space and climate and
environment outcomes.

Limited voice and ownership
of local communities.

Concerns over corruption
and misuse of funds.

Engage public sector
support to bring in private
sector actors through
credit guarantees and
enhancements, etc.

Advocate for all lenders,
including newer ones, to
embrace the Principles
of Effective Development
Cooperation.

Build debt swaps into the
international architecture

to help standardise
transactions — to seek
comparability of approach
from all creditors and
develop incentives for
bilaterals and multilaterals to
engage on an equal footing.

Use results-based budgeting
against the selected KPls.

Channel general-purpose
funds to enable countries

to implement broader
development activities in
parallel to/integrated as part
of environmental and climate
action.

Bring in multiple creditors
and seek large-scale debt
relief and exchange.

Enable affected communities
to co-develop KPls, and
encourage a focus on
strengthening local systems
and local institutions as
outcomes (process rather
than output indicators).

Use climate and nature
budget tagging and
tracking tools to improve
financial transparency and
accountability.

Comprehensive engagement
of creditors including private
sector and China.

Comprehensive engagement
of local actors in debtor
countries in developing the
KPI framework.

Formal debt swap
mechanism in the
international architecture that
provides oversight and helps
enable discussions and
transactions.

Finance is delivered as
budget support behind the
KPIs, which are based on
the long-term climate, nature
and development plans of
the country.

Debt relief is general
purpose so that some
funds can be spent on
other national priorities (for
example, infrastructure,
health, education).

Results-based budgeting is
used against the selected
KPls.
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o= .0
fe=i I fi§

All partners work together
under country leadership
to maximise the impact of
development resources
and achieve national
priorities.

=——

=)

Stakeholders are
transparent in their
cooperation and hold
each other accountable
for delivering on mutually
agreed outcomes.

Highly prescriptive
objectives limit policy, fiscal
space and country voice.

Lack of stakeholder
engagement, voice and
ownership of the process.

Management of swap
transactions limited to one
or two departments in the
debtor government.

Market sensitivities in
the bond market limiting
transparency and
consultation.

Trade-offs between
spending on social goals and
financing for environment.

Debt swap transactions and
their details are not public.

Transactions are tied to
specified project and
programme outcomes, with
detailed indicators that are
highly burdensome for the
debtor country to monitor
and report on.

Base transactions on KPIs
and results-based budgeting
to increase flexibility in
implementation and delivery.

Debtor country leadership
on undertaking a swap;
forming a cross-department
and cross-society task
force; and improving prior
public consultation and
parliamentary oversight
where possible.

Focus consultation around
what outcomes and KPls the
swap can achieve.

Use funds to support
broader fiscal space as
well as climate and nature
activities.

Ensure agreed KPlIs
integrate climate and
development outcomes
meaningfully.

Establish a formal
mechanism in the
international architecture for
supporting debt swaps to
introduce standardisation

of swap transactions,
greater control in assessing
consistency of the
application of good practice
principles across swap
transactions, and greater
capacity to make transaction
information public and
accessible, allowing for
greater scrutiny from debtor
country actors, including civil
society and local community
groups.

Base transactions on

KPlIs, where creditors and
debtors agree on high-level
indicators that are not overly
burdensome to monitor, and
can include qualitative or
alternative forms of reporting,
as most appropriate for the
local communities involved.

Transactions are based on
KPlIs that the debtor country
puts forward, based on their
long-term national climate,
nature and development
strategies and plans (for
example, from NAPs, NDCs
or NBSAPs), and that they
have developed through
meaningful consultation and
co-creation processes with
relevant national and local
stakeholders

Comprehensive engagement
of national and local

actors in debtor countries

in developing the KPI
framework.

Generation of general-
purpose funds so a country
can set its own spending
priorities (including for
broader development
purposes — social welfare,
health, education) provided
the climate and environment
KPlIs are achieved.

Formal debt swaps
mechanism built into the
international architecture

to provide oversight and
help enable discussion,
knowledge sharing, mutual
accountability, transparency
and implementation.

Funds managed through the
public budget or via special
purpose vehicles with
government decision-making
governance arrangements,
bolstered with debtor-
country-appropriate fiduciary
standards and linked to
expenditure tracking for
climate and nature KPls.

Source: Images reproduced with permission from the Global Partnership for Effective Development Co-operation.
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Looking forward:
enhancing
development
eflectiveness through
programmatic swaps

DfCNS are increasingly implemented as an innovative
instrument with the potential to address the complex
challenges posed by climate change, biodiversity loss, and
mounting public debt, particularly in the current context of
uncertain global development and climate finance flows.”
To harness the potential of debt swaps, there is a need to
scale up and demonstrate positive impacts on debt, climate
and nature, and development.
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This paper has explored how debt swaps can
improve their alignment to the Principles of Effective
Development Cooperation, in order to learn from
decades of development financing and improve

the impact of transactions. A number of areas for
improvement have emerged and are presented in the
‘approaches to improve alignment with the principle’
column of Table 1. These are summarised in the
following as action points for a range of actors:

Creditors and debtors can jointly develop debt swap
transactions that:

= Use results-based budgeting against selected KPls,
with a focus on strengthening local systems and local
institutions as key outcomes (forming process rather
than output indicators).

= Use general-purpose funds to enable the debtor
country to implement broader development activities
in parallel to/integrated as part of environmental and
climate action.

Debtor countries can:

= Form a cross-department and cross-society task
force to discuss and develop a swap proposal, with
widespread public consultation. The debtor country
government can work with their affected communities
to co-develop KPls, and also ensure parliamentary
oversight of the debt swap transaction where
possible.

= Use climate and nature budget tagging and
tracking tools to improve financial transparency and
accountability.
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Public sector actors can improve their support of debt
swap transactions by:

= Supporting debtor countries through the provision of
credit guarantees and enhancements that can enable
greater engagement of the debtor country’s private
creditors.

= Supporting the debtor country to develop their
national public financial management systems,
such as through climate and nature budget tagging
and tracking initiatives that can improve financial
transparency and accountability.

The G20 or other relevant international body can:

= Formalise debt swaps through the creation of a
platform for DFCNS, to enable a comparability of
approach from all creditors, improve transparency and
information sharing, and crowd-in engagement across
different types of actors.

All actors can:

= Scrutinise debt swaps transactions and advocate for
transparent and just processes, including through
advocating for all lenders to embrace the Principles of
Effective Development Cooperation.

The last column of Table 1 presents the model of how
the different aspects of a DFCNS might align with the
Principles of Effective Development Cooperation if the
challenges were to be addressed.
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The debt crisis in low-income countries is being exacerbated
by, and contributing to, the climate and nature emergencies.
Debt for climate and nature swaps (DfCNS) can provide
sovereign debt relief to achieve climate and nature goals.
However, debt swaps to date have had relatively limited
impact, with parallel processes undermining development
effectiveness. To improve the quality of and scale up

swap transactions in country, lIED proposes the use of
programmatic DfCNS, where all creditors are brought
together around key performance indicators based on national
climate and nature commitments. These funds need to be
channelled through a country’s own budget to strengthen
the debtor country’s ownership and accountability. Linking
climate and nature objectives to the ministry of finance's debt
concerns can prioritise climate and nature outcomes while
reducing debt, and improve development effectiveness.
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