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Executive Summary



The Cologne Initiative (hereafter CI) re-opens the international official discussion about the HIPC

(highly indebted poor country) debt crisis. Unfortunately, the CI leaves in place many of the serious flaws

of the original HIPC initiative of 1996. To a first approximation, the current debt servicing "system"

works as follows. Part of the debt service that is due is postponed, formally, or de facto as arrears. Of the

substantial debt service that is actually paid, some gets covered through new loans and the rest through

grants from bilateral donors. In the end, the HIPCs generally receive more than they pay, but the amounts

of net resource transfers are small, less that US$10 per person in 1997.

Even though the net resource transfers tend to be positive, the debt servicing system is

fundamentally flawed. First and most urgently, the net resource transfers are not large enough to enable

the HIPC governments to meet basic health and education needs of the population. Second, the bilateral

grants do not neatly offset the heavy burden of debt servicing, even if they appear to do so in formal

accounting. The debt burden falls heavily on the budget, and therefore on line ministries (such as the

ministry of health) while grants frequently finance extra-budgetary activities established by the donors.

Third, the process of offsetting heavy debt payments with grants and new loans is highly unstable and

erratic. There is no guarantee that new grants will fill the fiscal void left behind by the heavy debt

servicing; indeed sometimes there is a self-fulfilling collapse of fiscal resources. The instability,

unpredictability, and time-consuming nature of these rollover mechanisms contribute to the incapacity of

HIPC governments and the international community to formulate long-term solutions to the pressing

social crises in the HIPC countries.

While the new CI aims at more “ambitious” debt reduction targets than the 1996 HIPC Initiative,

the basic problem remains that the new standards are as arbitrary as the old ones. Both initiatives focus

mainly on the relationship of debt to exports, even though debt-to-export ratios have little if anything to

do with the real ability of governments to meet urgent social needs while servicing debts. An effective

process of HIPC debt relief should be grounded on the following principles: the unmet social needs of

most HIPC countries require significant net resource inflows; to achieve these increased inflows, it will be

necessary to cancel most or all old debts; to the extent possible, new inflows should be highly

concessional; debt relief should be guided by a process that helps to insure that the increased resource

transfers will be channeled into areas of urgent human need, especially in public health and primary

education.
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Implementing Debt Relief for the HIPCs



The Cologne Initiative (hereafter CI) re-opens the international official discussion about

2

HIPC (highly indebted poor country) debt crisis. Unfortunately, the CI leaves in place many of

the serious flaws of the original HIPC initiative of 1996. Neither the HIPC initiative, nor the CI,

have come to grips with three basic problems:

The debt is owed by impoverished governments, and therefore should be based on the HIPC

governments’ capacity to pay, not on arbitrary numerical guidelines related to exports, which

have little if anything to do with the countries' fiscal position or ability to pay;

Most HIPC governments have no capacity to repay debts in view of the urgent social crises

that they must confront. These governments are in fact in need of large net resource transfers

from the rest of the world;

Under current arrangements, debt service burdens are imperfectly offset via new loans,

grants, rescheduling and outright arrears. The instability, unpredictability, and timeconsuming nature of these rollover mechanisms contribute to the incapacity of HIPC

governments and the international community to formulate long-term solutions to the

pressing social crises in the HIPC countries.



While the new CI aims at more “ambitious” debt reduction targets than the 1996 HIPC

3

Initiative, the basic problem remains that the new standards are as arbitrary as the old ones.

Both initiatives focused mainly on the relationship of debt to exports, even though debt-to-export

ratios have little if anything to do with the real ability of governments to meet urgent social

needs while servicing debts. An effective process of HIPC debt relief should be grounded on the

following principles:
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The HIPCs are a group of countries designated by the IMF and World Bank to be poor and highly

indebted. There were 41 countries on the original HIPC list. Subsequently, Nigeria was eliminated

(inappropriately in our view) and Malawi was added, keeping the list at 41. In our treatment of the issue,

we consider the HIPCs to include 42 countries (the original list plus Malawi). 34 of the 42 countries,

including 548 million of the 712 million HIPC population (77 percent), are in Sub-Saharan Africa.

3



The original HIPC initiative aimed to reduce the net present value of HIPC debts to 200-250 percent of anticipated

export earnings. The new initiative drops the target to 150 percent of exports, and adds a second criterion that the

NPV of debt should be no more than 250 percent of anticipated government revenues. The export-based ratios are

irrelevant to capacity to pay (the governments do not own the export revenues; nor does a debt-to-export ratio

address the tradeoffs between debt servicing and social spending). The new debt-to-government revenue target is an

improvement, but is numerically arbitrary and offers no way to assess the tradeoffs between urgent social spending

and debt servicing.
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For most HIPC countries, the unmet social needs are so vast and urgent that these

countries will require significant net resource inflows for many years, larger than the net

inflows that they are now receiving.

To achieve these increased inflows, it will be necessary to cancel most or all old debts -- with

much greater relief than is envisioned in the CI -- and to sustain or increase the inflows of

new grants and loans.

To the extent possible, new inflows should be highly concessional, to avoid a repeat of the

current situation in which non-creditworthy countries were financed through commercial

loans rather than foreign assistance.

Debt relief should be guided by a process that helps to insure that the increased resource

transfers will be channeled into areas of urgent human need, especially in public health and

primary education. Such a process requires the leadership of key international organizations

with responsibility in these areas of urgent social need – especially the World Health

Organization, UNICEF, the United Nations Development Program, and the World Bank –

and with a diminished role of the International Monetary Fund.



The Capacity to Pay

Capacity to pay must be judged according to the alternative uses of funds claimed by debt

servicing. Many of the HIPC countries currently service their debts at the cost of widespread

malnutrition, premature death, excessive morbidity, and reduced prospects for economic growth.

If the resources were freed up and successfully redirected towards basic human needs, there

could be significant improvements in human welfare. For most countries in the world, other than

the HIPCs, debt payments do not compromise the basic human needs of the population. For

many of the HIPCs, by contrast, the most basic human needs are jeopardized by the continuation

of contractual debt servicing.

Take the case of Zambia, for example, which spent more than 30% of its national budget

on debt payments each year throughout the 1990s (Table 5), while spending roughly 10% on

basic social services. The Zambian Government’s annual health expenditures per person are

estimated to be US$ 17 dollars (Table 1), while the G7 governments spend around US$ 2,300 per

person in health care. In Zambia, 20% of the population is now HIV positive, and it is estimated

that around 9% of Zambian children under 15 have lost a mother or both parents to AIDS. Half

of all Zambians have no access to safe drinking water. Roughly 30% of children remain

unvaccinated. The infant mortality rate stands at 112 per 1000 births (compared to 5 in the

United States). Life expectancy has dropped to 43 years, and is expected to decline still further

as AIDS continues to take its toll.

Zambia is not alone in this shocking state of affairs, as we see from the figures in Tables

1, 2, and 3, where the data for selected HIPCs are presented. Looking first at the basic nutrition

levels, we see evidence of outright declines in caloric consumption in ten HIPC countries in

recent years. In nine Sub-Saharan African HIPCs, average caloric intake does not even reach
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2,000 calories per day. During this same period, the average resident in the G7 countries

consumed roughly 3,300 calories per day. The data on protein consumption per capita are even

more dramatic: nearly half of HIPC countries showed outright declines in protein consumption

per capita in recent years. On average, individuals in HIPC countries consumed little more than

half of the protein per capita of G-7 residents. Average life expectancy at birth for all the HIPC

countries is just over 51 years; in the G-7, it is 78 years. Thirteen Sub-Saharan HIPC countries

showed declines in life expectancy during the 1990’s, partly due to the AIDS epidemic, which is

ravaging the continent.

The enormity of the AIDS epidemic in Africa could approach the scale of the Bubonic

th

Plague of 14 century Europe. In parts of Southern and East Africa, HIV infection rates are now

over 20% of the total population, including a third or more of the sexually active adult

population. In Germany, to take one comparison, the infection rate is estimated to be 0.08% of

th

the population, less than 1/200 of the prevalence in the hard-hit parts of Africa. AIDS claimed

an estimated 2 million deaths in Sub-Saharan Africa in 1998, a rate of 5,500 people per day, and

has left millions of children orphaned. Enterprises in many of the worst affected countries have

had to institute policies prohibiting employees from attending more than one funeral per week.

Firms are training three and four people for each job in anticipation of AIDS deaths, and have

often been forced to cut health care benefits entirely as costs have spiraled as a result of the

4

epidemic.

There is only a trickle of money spent on public health measures to limit the epidemic, or

to treat infected individuals. Total international assistance to developing countries is on the

order of US$ 300 million per year, or around US$ 7 per infected individual. While in the

advanced countries, medical advances have provided “drug cocktails” that postpone or prevent

the onset of AIDS in HIV-infected individuals, such treatments are orders of magnitude too

expensive in the poorest countries.

Money matters. Vaccination, drug therapies, doctor’s salaries, teachers’ salaries, basic

sanitation systems, and other underpinnings of basic human welfare cost real dollars. While the

average Frenchman or German has approximately US$ 2,500 devoted by the government to

public health, the astounding figures in Sub-Saharan Africa include: Kenya, US$8; Uganda

US$9, Cote D’Ivoire, US$25; Burkina Faso, US$54; and Ethiopia, US$3 (Table 1). The same

vast gap is evident in education spending (Table 4).

What, then, is the capacity of the HIPC countries to repay their debts while addressing

urgent human needs? In general, most have no debt-servicing capacity whatsoever. Indeed,

most of the HIPC countries receive more in grants and new loans than they paid in debt

servicing, as we will see below. In other words, the world has implicitly or explicitly recognized

that these countries cannot service their debts now or in the foreseeable future. We just hide that

fundamental reality in a complex shell game, in which large-scale debt servicing is very

imperfectly offset by debt postponements, arrears, new loans, and grants from donor

government. The shell game, however, is exhausting and debilitating. Virtually every HIPC

government spends an enormous amount of time simply staying one step ahead of outright
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Taken from a combination of firm-level surveys conducted in 30 African countries, and press reports.
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default, and many fail to do even that. In the meantime, there is little long-term thinking,

and less long-term planning to solve critical problems.

When the HIPC initiative was launched in 1996, there was some hope that social criteria

would be incorporated into the heart of the initiative. Such was not the case. Finance ministries

and the IMF/World Bank decided instead that debt-servicing capacity would be judged mainly

by comparing the net present value of debt with the level of exports. Debt relief aimed to reduce

the NPV of debt to between 200 and 250 percent of exports. These criteria neglected the obvious

fact that the debts were owed by governments, not exporters, and that ratio of debt to exports

could not conceivably measure the tradeoffs of debt servicing and meeting basic human needs.

The result has been a statistical standard bereft of economic and social logic.

At the Cologne Summit, the G-7 instructed the Bretton Woods institutions and other parts

of the international community to consider new ways of incorporating social priorities into their

programs. The first step should be to assess the real budgetary costs of meeting urgent social

needs – particularly in health and education -- and assessing the extent to which debt servicing

jeopardizes the budgetary capacity to meet those needs. Without such an analysis, the HIPC

Initiative will remain moribund, and impoverished governments will continue to make debt

service payments at the expense of the very lives of their citizens.



The Current Debt Quagmire

To a first approximation, the current debt servicing “system” works as follows. Part of

the debt service that is due is postponed, formally or de facto as arrears. Of the substantial debt

service that is actually paid, some gets covered through new loans and the rest through grants

from bilateral donors. In the end, the HIPCs generally receive more than they pay (in technical

terms, the net resource transfer is positive), but the amounts of net resource transfers are small

(less than US$10 per person in the HIPC countries in 1997), grossly insufficient in the face of the

social crises hitting these countries. The net resource transfers are also unstable and

unpredictable. As a general rule, the HIPCs make net resource transfers (that is, they pay more

in interest and amortization on old loans than they receive in new loans) to their bilateral

creditors, the IBRD (non-concessional World Bank lending window), the IMF, and private

creditors. They receive net resource transfers (more in loans and grants than paid in debt

service) from two main sources: IDA (the concessional World Bank lending window), and

bilateral donor grants.

Figure 1 shows the estimated net resource transfers vis-à-vis various creditors, for 1996

and 1997, for the HIPCs as a group. A negative indicates a net resource outflow from the HIPCs

(debt service in excess of new loans). Note that for all debts, the net resource transfer is negative

(more is paid in interest and amortization than is received in new loans). Grants, however, are

more than the negative net transfer on debts, so that the overall net resource transfer is positive

(grants plus loans exceeds interest plus amortization), though small in per capita terms and

declining over time.

Figure 2 shows the time path of net resource transfers in the 1990s. We see that in every

year, new loans (the lower part of the right hand side bar for each year) plus grants (the upper
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part of the right hand side bar for each year) are greater than debt servicing (the left hand

side bar for each year). The net resource transfer from the rest of the world – equal to grants plus

new loans minus debt servicing -- is the dotted box. As just noted, these net resource transfers

have been declining over time, mainly because new loans have declined relative to debt

servicing, while grants have remained roughly unchanged in nominal terms. The result is that

overall annual net resource transfers have declined by US$ 3 - 4 billion in the past five years,

falling from around US$ 10 billion per year in the mid-1990s, to around US$ 6 billion per year in

1998.

Even though the net resource transfers tend to be positive, the debt servicing “system” is

fundamentally flawed. First, and most urgently, the net resource transfers are not large enough

to enable the HIPC governments to meet basic health and education needs of the population.

The negative net transfers on existing debt have gotten substantially larger in recent years, while

the grants extended to the HIPCs have remained roughly unchanged in nominal terms.

Second, and crucially, the bilateral grants to do not neatly offset the heavy burden of debt

servicing, even if they appear to do so in formal accounting. The debt burden falls heavily on the

budget, and therefore on line ministries (such as the health ministry) while grants frequently

finance extra-budgetary activities established by the donors. In fact, since the governments are

bankrupt, donors often attempt to establish these extra-budgetary programs precisely so that they

will not be drawn into the fiscal insolvency of the government. The result is profound deinstitutionalization of public activities, with a government that remains insolvent and illiquid,

and a bilateral donor process that supports non-governmental activities in lieu of an effective

state.

Third, the process of offsetting heavy debt payments with grants and new loans is highly

unstable and erratic. There is no guarantee that new grants will fill the fiscal void left behind by

the heavy debt servicing. Indeed, sometimes there is a self-fulfilling collapse of fiscal resources.

A “financing gap” opens up, causing the IMF to delay payments to a HIPC country. The IMF

decision in turn blocks the disbursement of funds by other major creditors, including the World

Bank and bilateral donors. The absence of such funds then dramatically worsens the budget

situation, “proving” that the IMF was right to suspend the program. A long period of default,

followed by difficult negotiations to restart lending, transpires. During this period, governments

services collapse, institutions such as hospitals or cold-chains for delivery of vaccines, break

down.

The Tables 5, 6 and 7 illustrate the significant volatility of resource transfers due to this

system of repaying old, non-payable debts through new loans and grants. Table 5 shows the

amount of debt servicing actually paid by the HIPC governments relative to government

5

revenues each year. Table 6 shows the net transfers on debt actually paid, also as a percent of

government revenues. Table 7 shows the net resource transfers overall received by the HIPC

governments, taking into account grants received by the government. We see that debt servicing

is enormous (dozens of percent of tax revenues, and often well over 50% of the government

5



The data refers to general government, which means central government, plus regional and local governments, plus

parastatal enterprises where data is available (e.g. Bolivia); for other cases the government revenue does not include

revenue of the parastatal enterprises. Revenues include both tax and non-tax revenues. All data are from national

accounts published in the IMF country reports. See the Appendix for a detailed list of country sources.
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revenues). It is also volatile. To take just one example, net resource transfers to Malawi fell

from 129% of revenue in 1995 to 48% of revenue in 1997, a remarkable change in 2-year period.

Table 6 show the net resource transfers paid on the debt is similarly erratic, and often very large

as a percent of government revenues. Table 7 shows that while HIPC governments indeed

receive overall net resource transfers (once account is taken of grants), these net resource flows

are also erratic and unpredictable.

A sound and stable fiscal policy would be possible only with a high degree of

predictability about the net transfers in future years. The wide fluctuations of the net transfers

that the HIPCs are currently exhibiting render consistent budgetary planning practically

impossible. The net flows are not only highly unstable, but also essentially unpredictable as they

depend on an outcome of a complex interplay between the vastly different profiles of debt flows

to different types of creditors, as well as on uncertain extraordinary revenues. Uncertainty,

volatility and instability, therefore, put the governments' finances in the state of a permanent

crisis where each fiscal period poses a dilemma about the portion of essential fiscal spending,

such as health care, education, or public infrastructure, that the governments will be able to

make. Finally, the vast discrepancy between the debt service obligations and the ordinary

government revenue, such as tax collections, make governments virtually insolvent the moment

the extraordinary transfers are suspended.

The result of constantly trying to cover up fiscal bankruptcy through new loans and

grants, therefore, results in the following main outcomes. First, there is a huge year-to-year

variation in debt servicing and net resource transfers. Second, a large proportion of government

time is spent merely staying out of default rather than investing in new long-term programs.

Third, a considerable and increasing amount of social spending is carried out by ad hoc

institutions backed by international grants, rather than by government ministries backed by

budgetary revenues. Thus, the system is promoting long-term institutional degradation of the

HIPC governments. Fourth, the net resource transfers are falling, and are inadequate to meet

basic human needs.



A Revised Program of HIPC Debt Relief

The revised HIPC program should re-establish the fiscal base for meeting the urgent

social needs confronting the HIPC countries. This should be done in the following ways.

For almost all HIPCs, we should recognize the need for significant, and increased, net

resource transfers for the foreseeable future, in order to help countries confront deep and

unmet social crises – ranging from HIV-AIDs, to holoendemic malaria, to massive

malnutrition, to unfulfilled immunization targets, to insufficient enrolments in primary

schools and very low school quality.

To bring about these increased net resource transfers, debt servicing on old debts should be

cancelled, while maintaining or increasing the flow of grants and loans. To the maximum

extent possible, new transfers should come in the form of grants and concessional loans

(ODA), rather than commercial loans.
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Debts owed to bilateral creditors should be forgiven in their entirety in most cases, upon

demonstration of need, in the context of a process that aims to channel the budgetary saving

to urgent social needs.

Debts owed to the IBRD (non-concessional World Bank financing) should be forgiven as

well. The IDA program continues to make large net transfers to most HIPCs. IDA loans

need to be forgiven only in the unusual circumstances that IDA debt servicing is imposing

large net resource costs on a particular country, or is likely to do so in the next few years.

ESAF and standby loan repayments should be forgiven, as net repayments to the IMF

represent a growing burden on the HIPCs. It is arguable that ESAF as a whole should be

eliminated, as the IMF as an institution is more suited to short-run macroeconomic

management than to long-term development financing. In the estimates below, we assume

that once a HIPC has received a cancellation of old ESAF loans, that it does not borrow again

from ESAF (though perhaps some non-HIPC countries will continue to receive ESAF loans).

In cases where the private-sector debt is a substantial burden on economic development,

these private sector debts should be substantially forgiven as well. Public-sector creditors

would be right to insist upon pari passu (or nearly pari passu) treatment in those cases.

The bilateral creditors should coordinate their ODA to ensure that debt reduction is not offset

by declines in new loans and grants. In many cases, HIPC countries will require substantial

increases in net resource transfers in the years ahead, in order to succeed in meeting targets

for improvement in key social indicators.

If bilateral loans and grants remained unchanged, while debt servicing on public and

publicly guaranteed debts owed to the Paris Club, IBRD, and IMF, and other multilateral

creditors are forgiven, the result would be a sizeable increase in net resource transfers to the

HIPC countries, on the order of US$ 5 billion per year, and a substantial decrease in the longterm debt stock, on the order of over 60% of the existing debt stock. Note, importantly, that the

calculations are for face value of debt, not the net present value (NPV), since NPV estimates by

class of creditor are not publicly available. Note also that in cases where the private sector debts

are also written down, the percent reduction would of course be larger. The tables 8 and 9 show

the potential savings for selected HIPCs based on the 1997 data if the above formula is adopted Table 8 presents the relief on the stock of the public and publicly guaranteed debt outstanding as

percentage of total long-term debt, and Table 9 presents the estimated savings on debt transfers

during that year.

Note that debt relief for the HIPC countries will almost surely not be sufficient, by itself,

to enable these countries to meet goals of improving basic conditions of public health and

education in the next few years. We stress again that debt relief will have two effects – increased

net resource transfers, and more realistic and long-term budgeting – but that these effects will

almost surely need to be augmented by increases in bilateral official development assistance to

those countries that are energetically undertaking expanded programs of social spending, as well

as much better targeting and design of social programs.
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