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Is Debt Forgiveness Useful for Poor Countries?

The decision taken by the IMF and the World Bank in 1996 to pardon the debts of 26 heavily indebted poor countries that were carrying out social and economic reforms under the HIPC initiative to reduce their levels of poverty gave rise to a heated debate between experts in development policy. The idea underlying the initiative was that the heavily indebted poor countries that were making the effort to reduce their levels of absolute poverty deserved to have their debt burden lightened so as to give them a temporary respite to try to escape poverty while preventing them—once and for all—from restructuring their perpetual debt. The Paris Club also then decided to take the terms set forth in Naples in 1994 one step further and to grant an 80 per cent reduction in the net present value of their debt servicing.

Since then, this initiative has been gaining force with the support of the G7. In 1998, it was agreed to reduce poor countries’ debt servicing by a further $50 billion, to which the World Bank would contribute $11 billion; in exchange, these countries were to step up their domestic programmes to reduce poverty. In 2002, reductions of nearly $40 billion had been achieved, representing $25.7 billion in net present value, and six countries—Bolivia, Burkina Faso, Mauritania, Mozambique, Tanzania and Uganda—had completed their debt reduction programmes. In these countries debt has been reduced by 66 per cent, the debt/GDP ratio has been cut by 50 per cent, debt servicing has been reduced by 33 per cent and the debt/export ratio has declined 40 per cent. A total of 42 countries have now joined this initiative, and negotiations are under way for the Ivory Coast, the Democratic Republic of the Congo, the Comoro Islands, the Republic of Central Africa, Benin, Guyana, Mali and Senegal. It was also rightly decided to add a long-term debt sustainability condition to that of poverty reduction, as some countries that have completed their programmes have once again fallen into excessive debt. To fulfil this condition, these countries are required to continually improve their economic and social policies and earmark part of their savings from the programme to ensure that their debt levels do not increase again; for their part, the developed countries have to open up their markets to them further and assure them financing under concessional terms.

The criticism against this initiative is, firstly, that it is not new. It had already been proposed on several occasions: in 1977 with UNCTAD; in 1987 in Venice; in 1988 in Toronto; in 1990 in Houston; in 1991 in London; and in 1994 in Naples. These countries have never been exonerated of their sizeable debts. Secondly, since these countries’ GDP and export growth rates have been lower in the last decade, they have not managed to reduce their percentages of debt significantly in relation to these two aggregates, despite the enormous cost this entails. Thirdly, the debt reduction programme can create perverse incentives for becoming indebted again in the hope that it will be pardoned again; it could thus become an incentive for other countries without such high levels of indebtedness to try to increase them so that they can avail themselves of the programme. In fact, Pakistan, Nigeria and Indonesia are applying as candidates for the programme, and the countries that obtained debt reductions totalling $33 billion in 1996 have accumulated $41 billion of debt since then.

Fourthly, the programme should have given priority not only to the fight against poverty but also to debt sustainability. This was finally done in 2002. Lastly, there have been recent cases that have severely harmed the reputation and credibility of this initiative. Uganda, which is one of the most reformist countries among the poorest countries, spent $47 million on a presidential aircraft, and Tanzania not only bought a presidential aircraft but it also ordered a military traffic control system for another US40 million, when debt forgiveness is supposed to be used for poverty reduction programmes (Easterly, 2001).

However, there are clear examples of countries making good use of debt forgiveness to reduce poverty. For instance, once again in Uganda, the government used the savings from this initiative to waive school fees for two million children. Other countries, such as Mozambique, Senegal and Burkina Faso, are using these funds to fight AIDS. The World Bank estimates that 40 per cent of the funds freed up through debt forgiveness are used for education and 25 per cent for healthcare. The main arguments for debt forgiveness fall into two categories. On the one hand, this initiative is imposed by reality. These countries cannot repay their debt, so it is either restructured so that they can “take a temporary break” and resume dealing with the situation later or, if the leaders and policies are credible, a decision may be taken to pardon their debt, provided that they do not voluntarily accumulate it again. 

On the other hand, when accumulated debt reaches a certain level it chokes growth. A recent study by Patillo, Poirson and Ricci (2002), based on a sample of 93 developing countries, analyzed this problem and found that debt contributes positively to growth until it reaches a threshold, after which it becomes increasingly negative. This threshold is reached when debt hits a relative level of 35 per cent to 40 per cent of GDP or 160 per cent to170 per cent of exports (both in terms of net present value). The study also found that the difference in growth among the developing countries in the broad sample—between the less indebted countries (i.e. with debt levels of less than 25 per cent of GDP or 100 per cent of exports) and the most indebted countries (i.e. with debt levels of more than 95 per cent of GDP or 367 per cent of exports)—is two percentage points per year. When such high levels are reached, not only does the country’s investment activity decrease sharply, but there is a severe distortion in the allocation of funds to very short-term, inefficient projects and, in the end, the economic authorities lose any incentive to maintain orthodox economic policies.

Through this study, the authors show the benefits of the debt forgiveness initiative. By reducing a country’s debt level by 50 per cent, i.e. from 200 per cent of exports to 100 per cent of exports, its per capita GDP increases by between 0.5 per cent and 1 per cent per year. Since most of the debt levels of the countries accepted in this programme stood at 300 per cent of exports, their reduction by 50 per cent, to 150 per cent, would mean an increase in per capita GDP of 1 per cent per year. In the absence of any internal or external shocks requiring them to increase their debt, this would gradually reduce their level of indebtedness.

In any case, debt forgiveness is fortunately going ahead. The G 7 recently has promised to forgive up to 100 per cent of debts owed to multilateral financial institutions (MFI) by the world poorest debtors. But behind the generous pledges are deep divisions about what debt relief is really for. On the one side are the British, for whom debt relief is primarily a popular way to raise aid flows to poor countries. That is why Gordon Brown insists that the money should be additional. He wants rich countries to pay debt service that poor countries owe to the MFI ad for that he wants to sell some of the gold reserves of the IMF to pay for the write-off of its loans. 

For the US government, debt forgiveness is more about acknowledging past failures and changing the way ODA is delivered. The US Treasury wants to write-off the debts of the poorest countries and to give them only grants in the future. But it sees no need for new resources to pay for this, thus, the World Bank would simply give less aid to those countries in the future. Fretting about new money or gold sales is an unnecessary distraction from getting rid of loans that will never be repaid. The US Treasury would prefer to test new bilateral aid vehicles such as the US funded Millennium Challenge Account (MCA) to add multilateral resources for aid. The MCA is an institution that promises to give aid out of a fund only to honest governments pursuing sound economic policies following the research done by David Dollar and Craig Burnside showing that aid only works in countries pursuing sound economic policies. The idea is both reasonable and cautious but until now of very little demand. Since it was established in 2002, it has only made its first grant in April 2005 for a sum of US$110 million to Madagascar.   

In any case, selling the IMF gold is no cost-free. The IMF Gold reserves of 103 million ounces (worth around US$ 40 billion plus at market prices, but valued at only US$ 9 billion at IMF books) were given by rich countries to bolster the Fund’s balance sheet. Thus, less gold reserves will leave the IMF with fewer resources for use to cope with financial crises and its sale may depress slightly gold prices if it is accompanied with the recurrent and timely sales by central banks. But even with less gold the IMF will not reach a situation of financial fragility. This is the reason why the US and the UK views on debt forgiveness at the G8 summit in Gleneagles are going to be divergent. The UK would like to consider it as an additional resource to ODA and not as al alternative instrument to be deducted in the future from ODA, at least partially.

The issue is complex, since very often what donors take in debt repayments they give several times over in aid. Mozambique for example, has paid US$71.8 million on its debts in 2003 but it has received in the same year from bilateral and multilateral donors an amount 14 times higher. This is an extreme case but on average the poorest countries have received in aid the double of their debt service every year. A recent paper by Raghuran Rajan (2005), chief economist of the IMF, has shown the difference between both views. What is the difference between an indebted country that pays US$100 million as debt service and receives US$ 200 million in aid and another debt-free country that receives US$ 100 million in aid? The annual net inflow is the same but the stock of liabilities is different. This higher stock of debt in the first case can make foreign investors to fear about the government overtaxing their profits in order to repay their debt and a reduction of foreign investment will deter growth and the ability of the country to repay its debts. Therefore, debt relief is thus in the interest of both the poor country and its foreign investors. It will increase the real value of its creditor’s claims and the country’s ability to repay its debts.

But, Rajan has doubts about the real efficiency of debt forgiveness because in these very poor countries there other reasons why foreign investors might be deterred from investing in their economies, such as corruption, insecure property rights, bad infrastructure and fragmented markets, leaving debt as a marginal concern. If a country’s government is thoroughly corrupt, then the status quo_ no forgiveness no additional aid- is best, for it gives the government no official resources to misuse and limits its ability to raise private sector funds. Aid should be distributed to NGOs. If the country has a reasonably committed Government, look at the country’s primary need. When social sector projects top the list, then what matters is the extent of official sector funding. Here, the best alternative is debt is not forgiven but official creditors lend more. But if most projects are commercially viable, the best alternative is some relief but leaving enough outstanding official debt that foreign investors lend responsibly. Finally, substantial debt relief is prudent if the risk of financial distress is a serious problem.  Therefore, one size fits all proposal, while political convenient, is unlikely to benefit recipient countries as much as a proposal that ties debt relief and additional aid to a country’s specific situation.    


