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e Low-income and lower-middle-income countries are tackling the triple threat of debt, climate change and biodiversity.

e The vast majority of sovereign and sub-sovereign debt restructurings do not incorporate ESG considerations.

e The recent experience of Belize highlights the potential benefits of debt-for-nature swaps in tackling this triple threat.

e Untapped potential: 30+ countries have used debt-for-nature swaps to fund more than $1bn in environmental protection
initiatives, though they have been used less frequently since the 1990s.

One instrument, many benefits: The case for debt-for-
nature and climate swaps is increasingly evident as environ-
mental, social and governance (ESG) considerations gain
prominence in sovereign debt markets, with cumulative is-
suance of sustainable debt exceeding $3 trillion in 2021 (Ex-
hibit 1). Introduced in the 1980s, debt-for-nature swaps are
financial instruments that allow portions of a country’s for-
eign debt (in hard currency) to be reduced or cancelled in
exchange for commitments to invest (in local currency) in
biodiversity conservation and environmental policy
measures. Debt-for-nature swaps are also called debt-for-
environment swaps (DFES) and can be classified as com-
mercial/three-party, bilateral, or multilateral. Similarly,
debt-for-climate swaps—a new innovation in development
finance—offer debt relief to a country in exchange for pay-
ments to finance climate mitigation and adaptation projects,
including renewable energy and carbon sequestration. Both
debt swap categories involve countries that are financially
distressed as well as those experiencing difficulties in repay-
ing foreign debt. Accordingly, these instruments can address
three urgent and interrelated problems in low-income and
lower-middle-income countries (aka the triple threats): the
buildup of global debt, risks associated with climate change
and the risks to natural capital and biodiversity (Exhibit 2).

A brief history: Debt-for-nature swaps were initially cre-
ated by private, non-governmental environmental groups as
a means of protecting rainforests in Latin America—the first
agreement was signed in 1987 between Bolivia and Conser-
vation International. However, these instruments have been
used less frequently since the 1990s. From 1987 to 2010,
over 30 countries have participated in recorded debt-for-na-
ture swaps to provide a total of over $1 billion for environ-
mental conservation projects (Exhibit 3). The first debt-for-
climate swap was used by Seychelles in 2016 with the Paris

Exhibit 1: Sustainable debt issuance tops $3 trillion—
rapid growth but still small vs. global debt markets
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Exhibit 2: Much greater interest in the effects of climate
change and the risk of nature loss
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Club group of developed country creditors, targeting ocean
conservation and climate resiliency. Although these swaps
have often been proposed in recent decades as a source of
climate finance in developing countries, particularly in the
Caribbean, so far large-scale debt-for-climate swaps are not
common.

Pros and cons of debt-for-nature and climate swaps:
When restructuring is unavoidable, debt swap agreements
can create a relatively easy exit from debt payments at a high
risk of default, with potential benefits to all parties. The
debtor country reduces the total outstanding external debt
either 1) by conversion to local currency and/or by paying a
lower interest rate or 2) a total debt write-off. The debtor
then has more purchasing power—it can buy back part of the
debt on more favorable terms, freeing funds to pay for con-
servation initiatives and climate-friendly projects rather
than debt service. In turn, these investments can stimulate
private investment and assist in a sustainable economic re-
covery that incorporates climate resilience and environmen-
tal/biodiversity protection. By lowering debt ratios, debt-
for-nature and climate swaps can also improve the credit-
worthiness of the borrower and support the country’s credit
trajectory. Moreover, better transparency on ESG factors
opens the possibility of tapping into new pools of capital and
helps issuers regain market access more quickly—at a more
affordable cost. Creditors reduce risky claims via swaps and
improve the long-term value of their investments. Finally,
the local conservation or environmental trust fund in a
debt-for-nature swap, which is responsible for administra-
tion, achieves their conservation goals and generates fund-
ing at a discount. Exhibit 4 shows a sample swap design.

For the most part, sovereign, and sub-sovereign debt re-
structurings have not incorporated ESG considerations, de-
spite concerted investor attempts to achieve this goal in cer-
tain cases. One recent groundbreaking example is the Gov-
ernment of Belize’s proposed “blue bond” restructuring.
Nevertheless, a replicable mechanism to layer ESG consid-
erations into restructured debt markets has remained out of
reach, partly due to country-specific challenges. Some chal-
lenges include imperfect commitment mechanisms, timing
and logistical constraints, lack of transparency, divergent
impact measures, debtor countries’ potential loss of legisla-
tive leverage and sovereignty to foreign entities, and lack of
resource preservation for domestic development—see ESG
Considerations for Sovereign Debt Restructuring, Chapter 9
of the 2021 PCG Annual Report. Furthermore, criticism of
debt-for-nature swaps may have contributed to the waning
uptake in recent years. Critiques include mismanagement by
the local conservation organization, overstated financial
benefits of swaps, and misdirection of the funds generated.

Exhibit 3: Recorded debt-for-nature swap transactions
by country, 1987-2010
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Exhibit 4: Design of a typical debt-for-nature and climate
swap
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Source: Climate Policy Initiative, IIF

Looking ahead: Given the growing importance of ESG
factors, identifying mechanisms that allow debt workouts to
incorporate them will require close collaboration of various
players: Paris-Club and non-Paris Club bilateral creditors,
multilateral official creditors, credit rating agencies, and the
private sector. Given the complexity of debt restructurings,
these debt workouts should be narrowly focused, under the
responsibility of economic authorities, and inclusive of envi-
ronmental and social budget disclosures. By using debt-for-
nature swaps and other ESG-aligned instruments, sover-
eigns can establish a strong foundation for ESG engagement,
expand their access to global capital markets, and develop
the foundation for deeper and more targeted ESG KPIs.

iif.com © Copyright 2021. The Institute of International Finance, Inc. All rights reserved. Page 2


https://www.nature.org/en-us/newsroom/blue-bonds-belize-conserve-thirty-percent-of-ocean-through-debt-conversion/
https://www.iif.com/Publications/ID/4634/2021-PCG-Report-on-the-Implementation-of-the-Principles
https://www.iif.com/Publications/ID/4634/2021-PCG-Report-on-the-Implementation-of-the-Principles
https://www.iif.com/Publications/ID/4634/2021-PCG-Report-on-the-Implementation-of-the-Principles
https://www.cbd.int/financial/debtnature/g-inventory2010.pdf

Weekly ESG Chartbook: Natural Catastrophes

Global extreme temperature events have steadily increased
since the 1990s

Global extreme weather events have been on the rise since
1900
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Number of hurricanes making landfall in the US annually Floods are responsible for the most climate-related damage

# of hurricanes making landfall annually in the US in the U.S., generating large insured losses
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