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The low-income country debt sustainability analysis (LIC DSA) reveals that Liberia is in debt
distress, emphasizing the need for debt relief.! > Under the alternative scenario which
assumes full delivery of HIPC, MDRI and IMF beyond-HIPC’ debt relief at completion point,
debt dynamics remain manageable, assuming moderate new borrowing, largely on
concessional terms, and robust GDP growth. While domestic debt is substantial, the
inclusion of domestic debt in the analysis does not significantly change the overall
assessment of Liberia’s debt sustainability.

! These DSAs have been produced jointly by the World Bank and Fund staffs. Liberia’s fiscal year runs from
July 1-June 30.

? Liberia has not yet been rated under the World Bank’s Country Policy and Institutional Assessment (CPIA).
However, for the purposes of this analysis, the staff’s have conservatively assumed a weak policy rating
(without prejudicing any future CPIA assessment). Accordingly, the corresponding indicative thresholds for the
external LIC DSA are 30 percent for the NPV of debt-to-GDP ratio, 100 percent for the NPV of debt-to-exports
ratio, and 15 percent for the debt service-to-exports ratio. See “Operational Framework for Debt Sustainability
Assessments in Low-Income Countries—Further Considerations”
(http://www.imf.org/External/np/pp/eng/2005/032805.htm, 3/28/05) and “Applying the Debt Sustainability
Framework for Low-Income Countries Post Debt Relief” (www.imf.org, 11/6/06). Assuming a more favorable
CPIA rating of “medium” would not change the substance of the external LIC DSA analysis.

? Liberia’s debt to the IMF under the 3-year PRGF/EFF will not be covered by MDRI since it will be contracted
after the end-2004 MDRI cutoff date. “Beyond-HIPC” debt relief refers to the assistance necessary to reduce
the value of the stock of qualifying debt to zero.



A. Introduction

1. The external and public sector LIC DSAs presented below are based on the
common standard LIC DSA framework®, with some modifications to the stress tests to
address data limitations in Liberia and the potential for domestic debt contingent
liabilities to be realized.” The DSAs present the projected path of Liberia’s external and
public sector debt burden indicators, and draw some conclusions on the forward-looking
sustainability of debt. Methodologically, the LIC DSA differs from the HIPC Debt Relief
Analysis (DRA) in that it compares the evolution over the projection period of debt-burden
indicators (based on single-year denominators) against policy-dependent indicative
thresholds. In contrast, under a HIPC DRA, the debt burden indicators (based on three-year
backward-looking averages of denominators) are compared to uniform thresholds in order to
evaluate eligibility or to calculate HIPC debt relief as of a historical reference date.®

B. Baseline Scenario

2. The baseline scenario relies on the same long-run macroeconomic framework as
that underlying the HIPC DRA and is consistent with the program projections under
the PRGF/EFF arrangements. Average annual real GDP growth is projected to moderate
over the projection period, from 10.5 percent in 2007/08-2012/13 to the long-run average of
3% percent in 2013/14-2026/27. This pattern reflects the projected decrease in foreign direct
investment (FDI)-to-GDP ratio from short- to medium-term exceptional levels above 30
percent, to a still significant, yet markedly lower, long-term level of about 7 percent.” While
direct donor-financed reconstruction and investment is expected to remain an important
factor supporting growth over the medium term, it is expected to decline gradually over the
long term as a share of GDP. The ratios of key macroeconomic variables (for example,
government revenues, current account deficit and FDI) to GDP may be overstated due to the

* See “Debt Sustainability in Low-Income Countries: Proposal for an Operational Framework and Policy
Implications™ (http://www.imf.org/external/np/pdr/sustain/2004/020304.htm and IDA/SECM2004/0035, 2/3/04)
and “Debt Sustainability in Low-Income Countries: Further Considerations on an Operational Framework,
Policy Implications” (http://www.imf.org/external/np/pdr/sustain/2004/091004.htm, 9/10/04) and “Applying the
Debt Sustainability Framework for Low-Income Countries Post Debt Relief” (www.imf.org, 11/6/06).

> On the historical averages for the stress tests, average GDP growth is calculated using data from 1961-1980
which excludes significant volatility during the last 25 years due to political instability; the historical averages
for some of the other key variables are taken over different subsets of the last 10 years due to the poor quality of
data. Also, as noted in “Liberia: Enhanced Initiative for Heavily Indebted Poor Countries — Preliminary
Document”, Annex II (Country Report No. 08/53), service exports for Liberia were estimated using data from
comparator countries, as was done for the HIPC DRA.

% In addition, the results of the LIC DSA differ from the HIPC DRA because of two other methodological
differences related to the definition of: (i) discount rates; and (ii) exchange rates.

" FDI-related imports are assumed to represent about 85 percent of FDI over the projection period.



probable underestimation of GDP owing to the absence of official national accounts data
following the destruction of Liberia’s statistical capacity during the civil war.

3. Liberia is assumed to exercise continued fiscal discipline resulting in limited
borrowing over the medium to long term. It is assumed that the government will continue
with the cash-based balanced budget until reaching completion point. The projection then
assumes borrowing in 2010/11 to fund fiscal deficits (including grants) of 1.5 percent of
GDP in the initial year, and 3 percent of GDP per year for the rest of the projection period.
Two thirds of the deficit in each year is assumed to be financed by concessional external debt
and the remainder by local currency domestic debt. Underlying this, revenues are assumed to
increase gradually from 24 percent of GDP in 2007/08 to their long-term level of 27%2
percent of GDP (28.6 percent of GDP, including grants) in 2012/13. Expenditures, excluding
debt servicing due which is financed by HIPC assistance, are expected to peak at their long-
run level of 31.6 percent of GDP in 2012/13.

4. Under the assumption that FDI and donor flows continue to be robust over the
medium term, the external position is projected to remain manageable. Over the longer
term, the current account deficit (excluding grants) is projected to decrease gradually as a
percentage of GDP from about 69 percent in 2006/07 to around 23 percent in 2026/27.
External grants and FDI are expected to remain the predominant form of financing, but
decreasing as a percentage of GDP from 42 percent in 2006/07 to around 19 percent in
2026/27. As official transfers and FDI taper off as a percent of GDP, the current account
deficit (including grants) is expected to decline gradually to just below 11 percent of GDP by
the end of the projection period, matching the gradual fall in the trade deficit as a percentage
of GDP as the impact of continuous FDI is fully reflected in export growth. Income growth
and improved financial intermediation are expected to stimulate private sector savings and
result in a narrowing of the private sector savings-investment deficit in the long term.

5. The baseline scenario assumes full delivery of traditional debt relief, multilateral
arrears clearance and interim HIPC assistance.® In addition, a financing gap is assumed to
be met through additional voluntary interim-period assistance beyond-HIPC Initiative relief,
as detailed in the decision point document. Consistent with LIC DSA guidelines, the baseline
does not reflect the delivery of HIPC, MDRI and IMF beyond-HIPC assistance at the
completion point; however, this is presented in an alternative scenario.’

C. Debt Sustainability Analyses

¥ The stock of external debt at end- 2007/08 reflects large up-front borrowing from the IMF to clear arrears to
the IMF, as well as other reschedulings, and fully grant-financed clearance of World Bank and African
Development Bank arrears.

? See “Staff Guidance Note on the Application of the Joint Bank-Fund Debt Sustainability Framework for Low-
Income Countries” (www.imf.org, 03/05/2007).



External Debt Sustainability

6. The baseline scenario, which assumes full delivery of traditional debt relief and a
financing gap to be met, in part, through HIPC interim assistance, indicates that
Liberia is in debt distress (Table 1a, Figure 1). The NPV of external debt-to-GDP ratio
remains well above the threshold (30 percent), while the NPV of external debt-to-exports
ratio moves below the 100 percent threshold by 2016/17, reflecting the cumulative effect of
FDI on exports. The debt service ratios (to export and revenue) become manageable after
2018/19 reflecting the high degree of concessionality of the outstanding stock of debt owed
to multilateral (mainly on IDA or IDA-like terms) and bilateral creditors. However, Liberia’s
debt service ratios are above their respective thresholds (15 percent for exports and 25
percent for revenues) during 2011/12 to 2017/18, due mainly to payments associated with the
PRGF/EFF arrangements.

7. The alternative scenarios and bound tests indicate that the evolution of Liberia’s
external debt position is subject to considerable vulnerabilities and highlight the
importance of debt relief (Table 1b, Figure 1). In particular, most debt indicators
deteriorate significantly under the bound tests (temporary shocks). Nevertheless, since
Liberia’s new borrowing is assumed to be moderate and largely on highly concessional
terms, a permanent (unfavorable) shock to the terms of new borrowing will not result in a
drastic deterioration of debt indicators. However, given Liberia’s development needs, any
deterioration in the debt ratios will make meeting its spending priorities substantially more
difficult.

8. Debt relief through HIPC Initiative, MDRI and IMF beyond-HIPC assistance
and possible bilateral and multilateral beyond-HIPC interim-period assistance, would
significantly improve Liberia’s debt situation. Assuming the full delivery of such
assistance at completion point, all three debt-burden indicators (NPV of debt-to-GDP ratio,
NPV of debt-to-exports ratio, and debt service-to-exports ratio) would be significantly below
their indicative thresholds.

Public Sector Debt Sustainability

0. Under the baseline scenario, Liberia’s public debt (including domestic debt) is
expected to decline steadily as a percentage of GDP throughout the projection period
(Table 2a, Figure 2). In the first few years of the projection, the steady fall in the debt-to-
GDP ratio is largely driven by strong GDP growth and assumed moderate borrowing. In the
outer years, borrowing remains moderate and GDP growth of 3% percent is robust enough to
continue contributing to the decline in the ratio.

10. Domestic debt does not play a significant role in public debt dynamics. While the
stock of domestic debt at the beginning of the projection period is substantial at around 40
percent of GDP, it has been restructured on concessional terms consistent with the



government’s domestic debt strategy, and new domestic borrowing, assumed to commence
after the completion point, averages 1 percent of GDP."

11. The various stress tests indicate that Liberia’s public debt dynamic is most
vulnerable to GDP shocks (Table 2b, Figure 2). Although the one-time 30 percent
depreciation shock in 2008/09 (bound test B4) has a large adverse impact on debt dynamics,
it should be interpreted cautiously, given that currently about 95 percent of government
revenues are collected in U.S. dollars."' The DSA also shows that the inclusion of part of
domestic claims which are currently classified as “contestable” following the government’s
vetting of domestic debt claims (bound test B5) would increase the debt stock in 2008/09, but
not affect debt ratios significantly over the long term."

D. Debt Distress Classification and Conclusion

12. The low-income country debt sustainability analysis reveals that Liberia is in
debt distress. Under the baseline scenario, external debt burden indicators remain well above
their indicative thresholds. This emphasizes the need for debt relief. Debt relief under the
HIPC Initiative, MDRI and beyond-HIPC assistance significantly improve Liberia’s external
debt situation and bring Liberia’s debt indicators to a manageable level.

13. Alternative scenarios and bound tests indicate that the evolution of Liberia’s
external debt position is subject to vulnerabilities. The achievement of a robust external
debt position will depend on real GDP growth, export and revenue performance as well as
prudent debt management. The inclusion of domestic debt in the analysis does not
significantly change the overall assessment of Liberia’s debt sustainability.

1 Debt owed to the Central Bank of Liberia represents over 90 percent of the total domestic debt at end-June
2007 and was rescheduled on concessional terms with a 30 year maturity, 10 year grace period on principal, and
interest rates increasing from 1.0 percent at the start of the repayment period to 2.5 percent for the latter part of
the period.

' If Liberia were to start collecting a greater portion of revenues in Liberian dollars, resulting in a greater
mismatch on the government’s balance sheet, the implications of this scenario would become more important.

'2 The outcome of the further vetting of approximately $0.3 billion of “contestable” domestic claims is uncertain
due to the need to establish the validity of claims and the discount factor, as well as potential legal action on the
part of claimants. Without prejudging the results of the vetting exercise, the scenario assumes that the
discounted value of claims will be 10 percent of GDP (approximately $80 million).
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Figure 1. Country: Indicators of Public and Publicly Guaranteed External Debt
Under Alternative Scenarios, 2007/08-26/27
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Figure 2. Liberia: Indicators of Public Debt Under Alternative Scenarios, 2007/08-26/27
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Source: Staff projections and simulations.
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