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[.INTRODUCTION

As we enter a new millennium, a refreshing urgency is ingpiringthe search for lasting
solutions to the debt problems of developing countries, especidly the poorest of them. The
United Nations, as a universal organisation, includes in its membership debtor and creditor
countries dike. As stated in Article 1 of the Charter, among the four main purposes of the
United Nations is the achievement of internationad co-operaion in solving internationd
problems of an economic, socid, culturd, or humanitarian character, and in promoting and
encouraging respect for human rights and fundamenta freedoms for dl. An orderly, dynamic
and balanced development of the world economy is therefore a prime concern and
respongbility of the United Nations system, including dl its component departments,
agencies, programmes and funds.

One problem that has been the focus of much attention and contention over the
years, with serious implications for the enjoyment of human rights, is that of foreign debt.
The debt “hangover’ of many developing countries, and particularly of the heavily ndebted
poor countries (HIPCs), has not been resolved, despite important and significant measures
and initigtives adopted by creditors a the nationd or multilatera levels. ‘Policies of
adjusment’ and efforts to integrate HIPCs into the ‘globa economy’ should be based on an
examination of this phenomenon as it relates to other development priorities. A United
Nations system that shares a common understanding on the problem, and agrees on a set of
coherent policy responses from a wider development perspective, can complement the key
role played by the Bretton \Woods ingtitutions on the debt issue. 1t can thereby be of service
to creditor and debtor nations dike.

[I.RECENT DEBT ST TUATION OF DEVELOPING COUNTRIES
AND COUNTRIESIN TRANSITION

The nature of the debt problems of developing countries may vary from acute
bal ance- of- payments difficulties requiring immediate action to longer-term Stuations relating
to gructurd, financid and transfer- of- resources problems requiring appropriate longer-term
measures. There are aso cases where both types of difficulties are present.

The stuations described above are dso referred to as instances of illiquidity and
insolvency. A liquidity problem may arise because of a bunching of debt obligetions a a
particular time, which cannot be fully serviced as the debtor may experience a shortfal in
revenues. The debt can be repaid in full if either recourse to externd funding is available on
atemporary bass, or if the debt is restructured in terms of the stream of debt obligations so
that they better match the debtor's flow of revenues. In the case of insolvency, however, the
incapacity of the debtor to pay in full his debt obligeations is not due to atemporary shortfal
of his revenues, but result from a more sructurd problem of raisng enough revenue in the
long term to service his debt. Problems of insolvency cannot be tackled smply by re-
scheduling debt, but may require a reduction of debt obligations to match the long-term
capecity of the debtor to raise revenue. In practice, the distinction between illiquidity and
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insolvency problems is not easy to make. This is because it is often difficult to determine
whether incapacity to pay is temporary or permanent.

The externd debt Stuation of many developing countries remains a source of serious
concern. By the end of the 1990s, the totad debt of developing countries was estimated at
$2,544 billion (see table 1). Long-term debt increased by $40 billion, while short-term debt
fdl dightly and represented 16 per cent of total debt at end-1999. The debt service ration
remained broadly unchanged in 1999 a about 1819 per cent. The ratio of tota
outstanding debt to exports fell to 137 per cent; and that of debt to gross nationa product
(GNP) decreased dightly to below 42 per cent. Short-term debt corresponded to 53 per
cent of the stock of foreign exchange reserves as compared with 59 per cent at the end of
1998 and with over 70 per cent at end-1997. By end-1999, the distribution of debt among
different regions remained unchanged from a year earlier. East and South Asia accounted
for 33 per cent of the total, Latin Americafor 31 per cent, and Europe and Central Asiafor
19 per cent. Latin America has the highest ratio of debt service to exports, about 35 per
cent, while the highest debt-to-exports ratio, 225 per cent, is recorded by Sub Saharan
Africa

Despite the dowdown of growth of the external indebtedness of the developing
countries and countries in trangition, debt and debt- servicing problems persst in anumber of
these countries. The problems of the heavily indebted poor countries (HIPCs)!, which are
gructuraly rooted, are far from being resolved, while other poor countries are dso facing a
mounting debt burden as a result of recent financid and economic criss. The dramatic
Stuations of countries affected by war and natural disasters require urgent assistance that
should include significant debt relief. A number of middle-income countriesin East ASa have
overcome a first phase of an acute baance of- payments problems that resulted from the
recent financid crigs, but they gtill have to resolve their debt problems. Other middle-income
countries that encountered serious payments problems, as a result of the contagious
goreading from the Asian criss are dill struggling to cope with the problem.

The debt stuation of many developing countries has dramatically worsened since the
beginning of the 1990s. It then looked as if most middle -income countries were well on thelr
way to graduaing from the periodic re-scheduling of their debt, while the HIPCs and other
low-income countries could reasonably expect to clear their debt overhang problems, with
additiond rdief from both bilateral and multilatera creditors. Not only has the expected debt
relief for the HIPCs been dow to come but the recent the recent decline in commodity
prices as well as the dowdown in the world economy are now affecting the export growth
prospects of many HIPCs and other commodity-dependent countries, both among the low-
income and middie-income countries. If the globd maket for commodities reman
depressed for savera years and/or exports fal to grow in volume, the debt servicing
capacity of these countries would deteriorate further over the medium term. Already, some

1 The term “heavily indebted countries” is used here in the more generic sense, and does not refer

specifically to the group of fourty-one countries included in the list defined by the IMF and the World
Bank as potential beneficiaries of their debt relief initiative.
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countries affected by adverse developmentsin the externa environment have been forced to
reschedule their debts, particularly with the Paris Club.

Click here to see Table -- External debt of developing countries and countries in transition

Beyond the immediate task of reducing the excessve debt burden of developing
countries, thought should be given to the adoption of preventive measures to avoid
unsustainable public and private debt in the future. Those measures should perhaps be
aming at ensuring responsible lending and borrowing behaviour, notably through increasing
the accountability and transparency of borrowing and lending activities undertaken by public
and private economic agents. The debt management capacity in debtor countries should dso
be strengthened.

A. Debt of low-income countries

The debt problem of low-income countries has dragged on for more than a decade.
This is despite the progressive improvement of debt rescheduling terms. The seriousness of
this problem was recognised by the officid creditor community in 1987, when the Paris Club
decided to apply for the firgt time more concessio nd rescheduling terms to the low-income
debtor countries in Africa (the so-caled Venice terms). The concessondity of rescheduling
terms has increased severa timesin subsequent years.  The Toronto terms were introduced
in 1989 (33% debt reduction), the London termsin 1991 (50% debt reduction), the Naples
terms in 1994 (67% debt reduction), the Lyons terms in 1998 (80% debt reduction) for
some of the HIPCs and recently new terms agreed at the Cologne Summit in June 1999 (up
to 90% debt reduction or more). In 1996, the HIPC Initiative was launched, with aview to
providing aframework for multilatera debot reief.

In 1997, when exports of HIPCs were at their highest level over the period 1990-
1997, their nominal debtto-exports remained high a 345%, while a the same time their
arears on debt payments totaled $54 hillion. Excluding arrears, the nomind debt-to-
exports ratio reached 252%, and the ratio of paid debt service to- exports was equivaent to
15%. The estimated percentage of debt service paid to scheduled debt service (i.e. thesum
of paid debt service and arrears) was only 14%. Tota debt stocks amounted to $ 201
billion, of which 28% was multilatera debt.

The debt overhang of the HIPCs is, thus, far from being lifted. A pardld can be
mede here with the debt crisis of the 1980s of the middle-income countries: after 7 years
(from 1982 to 1989) the Brady plan helped to put an end to the debt problems by providing
aggnificant debt relief. Before the modification of the HIPC agreed at the IMF/World Bank
annua mestings in September 1999, the beneficiad impact of the HIPC initiative on the debt
overhang of these countries was limited. Fourteen HIPCs had their cases reviewed under
the initigtive. By July 2000, nine countries had reeched their decison points under the
enhanced scheme.  Bolivia, Mauritania and Uganda were declared digible for additiona
relief in February 2000, Mozambique and the United Republic of Tanzania followed in April
2000, Senegd in June 2000 and Benin, Burkina Faso and Honduras in July 2000. In dl,




Find solutions to thedebt problemsin devel oping countries 5

these nine countries are estimated to receve more than $15 hillion in nomind terms in
addition debt relief, representing an average reduction in the present value (PV) of debt
stocks of close to 45 per cent on top of traditiond relief mechanisms. The objective wasto
have 20 HIPCs reach their respective decision points under the new framework by the end
of 2000. It should be noted that the debts owed by some HIPCs to the former USSR have
been ggnificantly reduced, as the Russian Federation has reduced debts up to 90%.

The servicing of debt absorbs budgetary and foreign exchange resources, and in the
absence of any bendfits accruing from the investment of the origind loan, will have a net
negative effect on a government’s ability to fund its socid expenditure programmes. In this
Stuation, government spending on hedth, education and socid services will be reduced. If
these services are efficiently organised, reduced expenditure on them will have an adverse
socid impact. It may dso interfere with the promotion and protection of human rights.
According to Article 22 of the Universd Dedlaration of Human Rights, every oneis ‘entitled
to redlization, through nationd effort and international co-operation, and in accordance with
the organization and resources of each date, of the economic, socia and cultura rights
indigpensable for his dignity . . .". It istherefore of critical importance that debt servicing
requirements not be permitted to detract funds from necessary spending in areas relevant for
sugtainable human development and for the promotion and protection of human rights, as
defined in the principa human rights treaties. In poor indebted countries, this condition is
often not fulfilled. Furthermore, for debtor countries which rely on one or afew agricultura
or minerd exports, a high leve of debt service will tend to accentuate monoculture-based
agriculture and increase the rate of depletion of nationd resources beyond the limits of
sustainability.

Debt rdief is dso needed by poor countries in a post-conflict Stuation to bring
support to their economic recovery after prolonged periods of war or severe civil drife. A
group of eeven HIPCs in sub-Saharan Africa - al but one Least Developed Countries
(LDCs) - has been identified as having exceptiond needs for post-conflict economic
rehabilitation assstance. For these countries, measures beyond the HIPC framework may
be required, including new approaches for providing early assstance and lending into or
providing assstance under arrears. Specid condderation is aso required for countries, such
asthose in Central America, that were struck by natural disasters with serious consegquences
on socid and economic sectors.  In these situations, a specia "post-catastrophe’ rdlief is
needed and reconstruction must take precedence over externa debt-servicing obligations.
Moreover, in view of the recent changes in the world economic climate, the cases of the
LDCs which cary a rdatively heavy debt burden deserve a special consideration for an
dleviation of their debt burden.

B. Debt of middle-income countries

For the middle-income countries that have access to internationa capital markets,
debt problems have aso assumed dramatic dimensions. The causes of the debt crises share

2 These countries are: Angola, Burundi, Central African Republic, Chad, Democratic Republic of

Congo, Republic of Congo, Liberia, Rwanda, Sierra L eone, Somaliaand Sudan.
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some smilarities, as well as some notable differences. In some countries, like those in East
Ada, the debt crigs found its origin in a too rapid externd liberdisation of the financid
sector. In others, such as the Russan Federation and Brazil, the debt problems resulted
mainly from the difficulties of rasng government revenues sufficiently to reduce the large
government budget deficits. One notable feeture of the new internationd financid context is
the high speed of contagion of crisis from one country to another. This has further diminished
the policy autonomy of debtor countries and required drastic adjustment measures, including
sudden large rises in interest rates and overshooting of exchange rate depreciations.

The debt problems of Asian countries affected by the recent crisis share some
common characterigtics. To alarge extent, private sector corporations and banks contracted
the new external debt. Rapid financid market and capital account liberalisation during the
1990s made possible large-scade private sector externa borrowing, and during the year
directly preceding the criss alarge exposure to short-term bank borrowing was built up due
to lower interest rates on foreign borrowing than ondomestic loans. Commercid loans have
traditionally been the main source of externa debt financing in the region, dthough Indonesa
has a rdatively important amount of officid concessond finance. Thus, a large proportion
of externa debt of the East Asian countries was owed by private financia and non-finencid
firmsrather than by the public sector. Many of these firms were driven into serious financid
difficulties and bankruptcy by the collapse of the currencies and hikes in interest rates, even
though initidly most of them had been solvent. To alarge extent, weskness in the banking
system had contributed to a misalocation of credit and to the build up of an asset bubble in
the property sector, given the fadt rate of credit growth in the financia system. A dowing
down of exports and an appreciation of their currencies that were pegged to the US dollar
triggered a speculative atack on their currencies. The inability to support the exchange rates
led to the floating of their currencies and the withdrawa en masse of externd financing,
cregting liquidity crises which were first addressed by huge bail-out packages mobilised by
the IMF and some donor countries to avoid defaults by debtor countries. Debt re-
sructuring with foreign banks occurred at a later stage, and for some countries this process
was much delayed and the problems of shortage of trade finance was not addressed in time
to avoid a serious recession.

However, there has been condderable variation among the individua countries
regarding changes in their externd indebtedness, reflecting disparate movements in their
incomes as well as differences in the extent of debt payment after the outbresk of the criss.
Thus, the Republic of Korea's classfication has been raised by the World Bank from a
“moderatdly indebted” to a “less indebted” middle income country, while Indonesia has
been downgraded to a status of a “ severely indebted” low-income country. The other three
countries most affected by the criss (Mdaysia, the Philippinesand Thailand) have remained
as moderately indebted middle-income countries. Asin dmost every mgor financia crigsin
emerging markets and el sewhere, management and resolution of the crissin East Asa have
necesstated massve intervention by the public sector with attendant consequences for
public indebtedness and fiscal balances. Indeed, resolution of the domestic debt burden has
condtituted a more important problem for most countries in the region than the servicing of
external debt. In this serse, the externd financid crisis created a domestic debt overhang in
the private sector whose resolution may require consderable public intervention.
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The socid impact of these crises has been huge. In Indonesia, its large population
and relaively low per capita income level has led to especidly dramétic deterioration in
living standards and ignited serious socid disorder. In the three most affected countries,
Indonesia, Thailand and the Republic of Korea, the rate of unemployment has swelled
damingly. Clearly, in such circumstances, many human rights are infringed. Rights enshrined
in the Internationa Covenant on Economic, Socid and Cultura Rights include the right to
work, the right to an adequate standard of living and the right to hedlth and education. Other
rights are designed to protect children, women and disadvantaged groups. It has become
more difficult to ensure that such rights are complied with in countries badly affected by the
recent financia criss.

In the Republic of Koreaand Thailand, macroeconomic stability has been largely re-
established, with exchange rates and interest rates faling to more sustainable levels. Positive
economic growth has resumed since 1999, with GDP growth rates estimated at 6.5 % for
the former country and 4 % for the latter. In these countries, debt restructuring at the firm
level 4ill remains a pressing chalenge that must be addressed before sustainable broad-
based growth can resume. In the case of Indonesia, macroeconomic stabilisation remains
incomplete and economic recovery is Hill out of reech ( with GDP growth rate remaining
dightly negative in 1999), in addition to which the firm-level debt problem must be resolved.
For Indonesia, the debt problem was deeper to begin with and, partly due to politica
uncertainty, its restructuring was aso addressed at a later date than in the former cases. In
al three countries, the debt problem is clearly placed in the private sector, distributed
between the banking and corporate sectors in varying proportions. The classic transfer of
private debt onto the public sector balance sheet has occurred in al three cases, as the
government has been forced to issue debt in order to restructure the banking system. The
estimated cost of banking sector restructuring to the governments of these three countriesis
likely to be subgtantid, potentialy exceeding 10% of GDP. In the crigs-affected Asan
countries, relaively strong fiscd position before crisis alowed these countries to relax ther
fisca stance and to commit large public funds to recapitaize the banking system and speed
up financia sector restructuring. In assessing the sustainability of the recovery in East Asa,
it is important to note thet the favourable globa conditions, in particular the strength d the
United States growth, had helped in this process. However, with the dowing down of the
globa economy, in paticular the United States economy, the sustainability of the post-
recovery growth in East Asais now uncertain.

In the case of the Russian Federation, fiscd management has remained a centra
problem since the gtart of the trangtion to a market economy. The narrow tax base,
characterised by a heavy rdiance upon commodity exports (especidly oil and gas) for tax
revenue, has not generated sufficient tax revenue to meet expenditures. This imbaance has
led to alarge cumulative financing gap, which has been met through the issuance of domestic
bonds by the Ministry of Finance (GKOs and OFZs). In the aftermath of the crisisin Asig,
lower world prices for oil and other commodities negatively impacted both Russias export
performance and fiscal balance. It became difficult to market rouble -denominated debt, so
in 1998 the Government tapped the Eurobond market at increasingly high rates of interest.
Higher interest rates due to monetary tightening under an IMF gtructura adjustment program
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accentuated the domestic debt burden. By August 1998 the Government could not meet
maturing domestic debt payments and announced a 90-day moratorium on payment of
various debt obligations. The devauation and default on domestic debt has devastated the
aready wesk domestic banking sector, which had invested heavily in government debt.

In the firgt haf of 1999, tighter macroeconomic policies were implemented. As a
result, the depreciation of the ruble againgt the US dollar was hdted, and inflation was
reduced. Despite the large real depreciation, there has not been any significant increase in
exports, as the economy was still facing structura bottlenecks in the production (for example
extraction and trangportation congraints in the production of oil and gas). The Government
faled to address the long-standing problems of poor revenue performance and tax and
expenditures arrears. Redl GDP growth in 1999 was nil, dthough there was an improvement
over 1998, which saw GDP growth declining by -4.5%. In July 1999, Russia rescheduled
with the Paris Club creditors the debts contracted by or guaranteed on behdf of the
Government of the former USSR. This rescheduling did not entail any partid write-off. Paris
Club creditors dso agreed to begin discussons on comprehensive solutions to Russian debt
problems in Autumn 2000, provided that the Russan Government continues to implement
the IMF programme.  The improvement of the payments position of the Russian Federation
has continued in 2000 with the strengthening of ail prices. This is manifested in a Szesble
trade surplus and rising foreign exchange resarves. However, a number of sructurd and
inditutional shortcomings thet led to the 1998 crisis are il present.

The Russan debt default in August 1998 had a tremendoudy destabilising effect
upon internationa capital markets and Brazil and other emerging markets soon came under
pressure. Brazil experienced towards the end of August 1998 massive foreign exchange
outflows, which were ssemmed by sharp increases in interest rates. By September 1998,
access by emerging market borrowers to capital markets became even more restricted and
costly.

Brazil, like the Russan Federation, suffers from alongstanding fisca imbdance. The
cumuletive federa financing gap has been met by domestic debt issuance (much of the debt
being short-terem and on variable rae). Despite the Sgning of a three-year dand-by
agreemert with the IMF in November 1998, the government was forced to float the red in
January 1999. Brazil is adso reported to have won an informa agreement from a group of
foreign bank creditors to roll over their short-term credit to Brazil around the time that the
support package was agreed. Unlike the Russan Federation, Brazil has not been cut off
from the internationd cepitd markets and has successfully launched an internationa
sovereign bond issue. Also, the Brazilian banking system is in a much hedthier gatethanin
Russa

In the first half of 1999, Brazil experienced a better-than-expected growth, athough
GDP growth rate was estimated to be negative for the whole. To the contrary, the economy
grew by about 1 per cent in 1999, a much higher rae than generdly forecasted, and
registered an annua growth rate of more than 3 per cent in the first quarter of 2000.  With
low inflation (at less than 5 %) and a Sabilization of the exchange rate, monetary policy was
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relaxed and interest rates reduced. However, red interest rates are till very high and the
Government budget deficit remainsimportant (estimated at close to 10 % of GDP in 1999).

In addition to the debt crises faced by these five countries, the two rounds of crises
(East Asian and Russian) have significantly disrupted economic activity in alarge number of
deveoping countries. This has occurred mainly through the decline in internationa
commodity prices, dong with the reduction in externd financid flows and higher cost of
externd credit ance late 1997. This was the case of many countries in Lain America, such
as Venezuda, Chile and Ecuador. In October 1999, the latter became the first country to
default on Brady bonds when the Government announced its decision to reschedule its
domestic and externa debt, deferring payments up to seven years with a two-year grace
period and reducing the interest rate. The dollarization plan announced in January 2000 and
an open capitd account effectively diminated the digtinction between domestic and externd
debt, aggravating the difficulties associated with the loss of confidence. In combination with
political uncertainties, the decison to default led to capitd outflow of some $2.5 hillion in
1999, about 20 per cent of GDP. These outflows had to be financed through through
deflation and drawing on internationd resarves.

[Il.POLICY ADVOCACY

When advocating policy changes, it is necessary to be highly sdective, if the policy
messages are to achieve sgnificant attention. The following issues deserve specia attention,
dthough they are not the only important policy issuesin connection with debt.

A. HIPC Initiative

1. Origind scheme

The HIPC initiative launched in 1996 was a mgjor step towards addressing the debt
problems of the poorest countries in a comprehensve way, and towards finding a lagting
solution to their debt overhang. The debt sustainability criteria under the origind HIPC
framework used to determine which countries would benefit from HIPC assistance (beyond
debt relief provided by the Paris Club on Naples terms) were based on the following
threshold values: the ratio of present value of debt-to-exports should exceed a range of
200-250 per cent; the ratio of debt service-to-exports should exceed arange of 20-25 per
cent; the ratio of present vaue of debt-to-fiscd revenue should exceed 280 per cent,
provided that two other criteria are met, an export-to-GDP ratio of at least 40 per cent and
aminimum threshold ratio of fiscd revenue-to-GDP of 20 per cent. These criteriawere too
stringent and did not reflect the debt servicing capacity of debtor countries (see below). The
HIPC processwas initialy envisaged to take sx years to complete. So it is hardly surprisng
that by mid-1999 only four countries (Uganda, Bolivia, Guyana and Mozambique) had
benefited from the exit debt rdlief a the completion point.

The downess of the process seems to have been due to two principa factors:
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The complexity of the process itsdlf, based as it is on the implementation d two ESAF
progranmes (under the origind HIPC framework) and on digibility conditions
determined by a country-specific debt sustainability andyss,

The lack of adequate funding for an expeditious resolution of al digible cases, without
damaging the financid standing of the public ingtitutions to whom the debt is owed.

2. United Nations comments and proposas

The comments made below reflect the United Nations postion as it was defined
before the Cologne Summit took place. (The eight-point proposal advocated by the United
Nations is summarized in Box 1). The rdevant issues were identified as the remova of
financing congraints on the expeditious ddivery of debt relief, and the use of aless stringent
definition of debt sustainability. These two requirements were seen as since linked, a shortfall
of resources resulted in dringent criteria, in order to limit the number of beneficiary
countries.

The UN took the view that prior conditions and safeguards built into the origina
HIPC initiative needed to be reduced, to make receipt of debt relief less of an obstacle race.
Initidly, digible countries, in order to recaive multilatera debt rdief, had to carry through
two consecutive three-year ESAF programmes, and make progress on socia sector
reforms. This was deemed excessive: a single IMF programme was considered sufficient to
ensure that debt relief finaly goes to countries with reasonably sound macroeconomic

policies.

The UN dtated that the list of countries to be included in the HIPC category needed
to be kept under continuous review. About Sx LDCs were not originaly coverec?, dthough
on the bass of their debt indicators they would have been classfied as severdy or
moderately indebted, thus being vulnerable to adverse externa developments. Three
quarters of the HIPCs had met the entry requirements at the end of 1998; the remaining nine
countries (not including Nigeria) had become potentidly digible as the sunsat clause was
extended to the end of the year 2000. This clause was recommended for review: dthough
the HIPC initiative should not become a permanent mechanism, its closure before dl poor
countries having debt servicing difficulties were given a chance to be included was regarded
as retrograde. The reason was that eventudly other debtor countries, such as low-income
countries which had not been granted Paris Club concessona re-schedulings or were
assumed to have exited from such re schedulings, could aso need HIPC assistance.

Debt sustainability criteriawere proposed as follows.

Eligibility criteria, based on threshold and target vaues of debt indicators should not
be based on arbitrary assumptions (influenced by underfunding of the initiative), but should
reflect the red debt servicing capacity of debtor countries. The ultimate objective is to
provide a clear exit from an unsustainable debt burden. HIPC debt relief should seek in the

® Seefootnote 3.




Find solutions to the debt problemsin devel oping countries 11

firg ingtance to remove whatever is the binding condraint, be it scarcity of foreign exchange
or lack of budgetary resources.

The origind target vaue of NPV of debt-to-exports ratio appeared to be too high,
in comparison with the red debt servicing capacity of HIPCs. Indeed, the debt situation of
the HIPCs over the period 1990-97 can be summarised by the following indicators,
averaged over the period and over the whole group of HIPCs:

- The nomind debt-to-export ratio amounted to 405 % on average;

- Totad payments arrears represented about 27% of total nominal debt stock; total
nominal debt stock without payments arrears was eguvaent, on average, to 300% of
exports (roughly equivaent to NPV of debt-to-exports of 150 %);

- The paid debt service to-exports ratio reached 18%, while payments arrears far
exceeded paid debt service and were equivaent on average to more than 600 % of paid
debt service.

The foreign exchange congtraint as measured by debt-to- exports or debt service- to-
exports ratios is not the only congtraint on the debt servicing capecity of the HIPCs. The
budgetary constraint can be as severe, and in countries belonging to the CFA franc zone, it
is even the primary one. The fiscd criterion of the origind HIPC scheme gppeared to be too
high. To begin with, the additional two criteria on export-to-GDP and fiscd revenue-to-
GDP ratios were unnecessary. The export-to-GDP criterion purports to redtrict the
consderation of the fiscd congraint only to countries with a large export sector. This is
highly questionable, as countries with a small export sector could equaly face a condraining
fiscd shortage. The second criterion, related to fiscd revenue-to-GDP, ams at avoiding
problems of mora hazard, whereby debtor governments would not provide necessary
efforts to increase fiscd revenue in order to get debt relief. This argument did not apply to
countries whose policies, and especidly government measures to raise fisca revenue, are
monitored by the IMF in the framework of their ESAF programmes. Furthermore, very few
HIPCs can achieve atarget of 20 per cent of fiscd revenue-to-GDP.

A cdling for a share of fiscd revenue to be dlocated to externa debt service was
proposed as a benchmark for assessing the level of debt relief needed. In generd, even one
quarter of fiscal revenue used for externa debt service may be considered as arelatively
high ratio in HIPCs, given the competing claims for the financing of infrastructure, socid and
human devel opment®.

* The present value of debt is lower than the nominal value of debt, if the discourt rate (equivalent to
commercial market rate) is higher than the original interest rate of the debt contract (which in the cases
of the HIPCs is often a concessional rate). As arule of thumb, the present value could be equivalent to
half thenominal value.

° Analysis of available information on the budget revenues and expenditures of twelve HIPCs shows
that for those countries which have a high level of fiscal revenue (i.e. ratios of fiscal revenue-to-GDP
close to 20%), the ratios of external debt serviceto-fiscal revenue are hovering around 25%. For
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In order to reach sustainable levels of debt in poor countries, donors might need to
go beyond the commitment made to forgive bilatera ODA debt to qualifying countries.
ODA debt forgiveness for dl HIPCs was recommended, as these are dl poor countries and
such a policy would be in line with UNCTAD Resolution 165 (S-1X). In the cases of post-
conflict countries, countries affected by serious naturd disasters and countries with very low
socid and human development indicators, the UN proposed full cancdllation of their bilatera
debt. And findly, it suggested that Paris Club debt digible for reduction should dso include
post cut- off date debt, as for many HIPCs this debt is important.

Financing

The most important point about the financing of the HIPC initiative is that debt relief
for the poorest countries should not be provided at the expense of ODA funding for
development programmes and projects in these and other countries, which are dso
dependent on aid for their welfare and development prospects. The financid standing of
multilateral development banks and their ability to provide support to al member countries
also0 needs to be safeguarded.

Concern was expressed about the ability of multilateral development banks to meet
the cost of HIPC debt relief from their own resources. Another fear was the additiond cost
that can be charged on lending to middle-income countries, resulting from the need for these
inditutions to raise income for the financing of the HIPC initiative. Thus, to the extent that
relief on multilaterd debt for the HIPCs is funded by provisons from net income of
multilatera indtitutions, this is likely to have negative consequences for their lending policies
(8) pressure on net income of the multilateral banks has led to some increases on the interest
spreads charged on loans to middle —income countries; (b) reduction in resources dlocated
to other programmes funded by ret income, such as technica assistance and grants made to
governmental and nongovernmental organisations, and a weskened ability of multilateral
development banksto grant concessiond loansin the future.

Bilateral contributions are needed to dlow more multilateral debt rdlief. It was seen
as essentid that debt relief be financed by resources that are additional to previoudy
envisaged budgetary ODA dlocetions. To ensure this additiondity it was suggested to trest
the HIPC initigtive as an exceptiona programme, to be financed by supplementary
budgetary resources, in the same way as funding to countries affected by natura disasters or
other emergencies. Additionaity could dso be dlowed by a generd dlocation of SDRs’

countries whose capacity to raise fiscal revenue is very low, the ratios of external debt serviceto-fisca
revenue are very high.

® The President of the United States announced at the |M F/World Bank meeting in September 1999 that
his country is committed to forgive 100 per cent of bilateral debt owed by HIPCs.

" A general allocation of SDRs would not be objectionable in the present context where there is no
threat of global inflation and where there isa shortage of liquidity in developing countries and countries
in transition to finance their imports. Besides HIPCs, middle-income debtor countries also need
additional liquidity for economic recovery.
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and the cession by creditor countries of their dlocations as grants to those in need of debt
relief (thus foregoing the earning of market interest rates on SDRS).

The funding mechanisms suggested were:
partia salesof IMF gold;

a prompt and subgtantid generd dlocation of SDRs, which could be used to further
finance debt rdief, indudtridized countries and other countries in a position to do so being
invited to earmark their alocations for this purpose;

donor countries committing themselves to additiond bilaterd contributions to the
multilatera HIPC trust funds as necessary to ascertan the achievement of debt
sustainability targets for individua countries.

It was emphasised that a reformed HIPC initiative should be seen as a one-off
operation. Once their debt overhang is lifted, HIPCs must be able to make a fresh dart,
usng new ad flows in an efficent way to remove the dructurd obgtacles to ther
development. These countries will ill have to rely for some time on new concessond
externa sources of finance.

Linkage with poverty reduction

The UN view was that, in addition to enhancing HIPCS externd viahility, reducing
fisca pressure and creating room for transferring resources to socid expenditures should
aso be a key concern under the HIPC initiative. Debt repayment should not take
precedence over the fulfilment of human needs and human rights. Merit was seen in
establishing a link between debt relief and poverty reduction, and in channdlling resources
freed up from debt service to finance socid ard human development projects. However, it
was held that any such link should not take the form of additiona conditionality imposed on
the debtor countries, even “benign conditiondities’ in this respect could have the effect of
further dowing down the HIPC process. Socia policies and expenditures were monitored
under ESAF programmes, and debtor countries had to show satisfactory progress on socid
sector reform before decisions on ddlivery of HIPC assistance are made.

3. Recent modifications: the Cologne debt initiative

Agang the shortcomings of the origind HIPC framework and the worsened
externa Stuation of the HIPCs, the Bretton Woods Indtitutions initiated a review processin
early 1999 which attracted proposas from nongovernmental organizations, creditor
governments and internationa organizations, including those of the United Nations that have
just been outlined (see Box 1).
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In June 1999 the G7 Cologne Summit made recommendations known as “the
Cologne debt initiative” for the enhancement of the HIPC initiative, aming at making debt
relief degper and fagter, and dso expanding the number of digible countries and
strengthening the link between debt relief and poverty reduction. These recommendations,
which were subsequently endorsed at the IMF and World Bank annud mestings in
September 1999, modify the origind HIPC initiative in the following way:
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BOX 1

UNITED NATIONS PROPOSALS FOR AN ENHANCED
INITIATIVE ON HIPC DEBT RELIEF

Review the list of HIPCs in order to ensure that dl poor countries facing debt servicing
difficultieswill be consdered under the initistive.

Shorten the time frame for implementation to three years, so that final debt relief can be
provided after the first track record of three years of ESAF programmes.

Apply less redrictive digibility criteria, notably by reducing the thresholds of debt-to-
exports and debt serviceto-exports ratios.  (Be guided by the fact that over the recent
period 1990-97, HIPCs were able to service debt, on average, for up to 18 % of ther
exports and that their nominal debt stock, excluding payments arrears was still equivaent
to 300 % of exports) For certain countries facing very severe foreign exchange
condraints, the thresholds could be lower than the generd digibility level. The am should
be to provide ared exit from debt re- scheduling.

Set acaling for the share of fiscal revenue alocated to externa debt service, and provide
additional debt reduction if necessary to meet this benchmark. 25 % of fiscd revenue
dlocated to external debt service is an excessive burden for HIPCs.

Canced HIPCs ODA debts, and extend at least 80 % debt reduction on other officia
bilateral debts to al HIPCs, consider full cancdlation of bilatera officid debts for post-
conflict countries, countries affected by serious naturd disasters and countries with very
low socid and human development indicators. Paris Club debt digible for reduction
should dso include post cut-off date debt.

Full funding of the initiative through partid sales of IMF gold, a new generd dlocation of
SDRs and additiona hilateral contributions to multilateral Trust Funds for debt rdlief.

Take steps to reverse the current trend of declining ODA and budget new ad funds for
socid and human development projects and poverty reduction, and adopt procedures to
release resources for HIPC relief without impinging on regular ODA budgets: debot relief
should not be given at the expense of ODA.

Linkage between debt relief and poverty reduction, with debtor countries determining
their own nationd priorities. In this respect, increase collaboration with NGOs and the
private sector to raise funds for debt relief and development projectsin HIPCs.
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Deeper debt reliefisto be achieved by lowering the debt sustainability targets:

- for NPV debtto-exports ratios. from 200-250 per cent to a unique ratio of 150 per
cent.

- for NPV debtto-fiscd revenue ratio: from 280 per cent to 250 per cent; the two
accompanying digibility criteria have dso been reduced: for the exports-to- GDP ratio,
from 40 per cent to 30 per cent, and for the fisca revenue-to-GDP ratio, from 20 per
cent to 15 per cent.

The Paris Club has agreed to increase its debt relief under the enhanced HIPC
framework by providing a deeper degree of debt cancellation of up to 90 per cent or more
for the very poorest among digible countries. For poor countries not quaifying under the
HIPC Initictive, the Paris Club could consider a unified 67 per cent reduction under the
Naples terms and, for other debtor countries applying for nonconcessiona reschedulings,
an increase on the limit of debt swaps would be agreed.

Moreover, for qudifying countries, forgiveness of bilaterd ODA debt is envisaged,
through a menu of options, on top of the amounts required to achieve debt sustainability.
New ODA should preferably be extended in the form of grants.

Faster debt relief: the two three year- dages of implementation is maintained, athough it
is specified that the second phase can be shortened if a country meets ambitious policy
targets early on (“floating completion points’). The internationd financid ingtitutions can
provide “interim reief” for qudifying countries, before completion point. After
completion point, these ingtitutions could frontload the provison o debt relief.

In future, the amount of debt relief is to be determined at the decision point, based
on actud data There would be a retroactive implementation, as additional assstance
resulting from any modification to the HIPC initiative should be avalddle to dl digible
countries, including those that have dreedy reached their decison or completion points
under the present framework. The enhanced HIPC initiative is expected to expand digibility
from 29 countries to 36 countries?, and possibly to other countries.

Financing: in order to meet the increase in costs, and in recognition of the importance of
maintaining an adequate concessond lending capacity by the internaiond financid

8 Within the existing list of 41 HIPCs the seven additional eligible countries are: Benin, Senegal, Ghana,
Honduras, Lao PDR, Togo, Central African Republic. The IMF and World Bank staffs estimate that
under the enhanced HIPC framework: (i) 9 countries are eligible for immediate reassessment: Benin,
Bolivia, Burkina Faso, Cote d' [voire, Guyana, Mali, Mozambique, Senegal, Uganda; (ii) 19 countries will
have their decision points in 1999 and 2000: Cameroon, Chad, Republic of Congo, Ethiopia, Ghana,
Guinea, GuineaBissau, Honduras, Lao PDR, Madagascar, Malawi, Mauritania, Nicaragua, Niger,
Rwanda, Sierra Leone, Tanzania, Togo, Zambig; (iii) 8 countries will have their decision pointsin 2001 or
later: Central African republic, Burundi, Democratic Republic of Congo, Liberia, Myanmar, Sao Tomé
and Principe, Somalia, Sudan.
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inditutions, the G- 7 Governments stated in Cologne that they were prepared to support a
number of mechanisms:

- ThelMF s costs should be met by : the use of premium interest income; possible use
of reflows from the specid contingency account or equivaent financing; cautioudy-
phased sdle of part of IMF gold reserves,

- The multilatera development banks should identify “innovative gpproaches’ which
maximise the use of their own resources;

- The cods to the internationd financid inditutions will dso require bilaterd
contributions and considerations will be given to an expanded HIPC Trust Fund;

- There should be an gppropriate burden sharing of costs among donors.

Overdl cogts of the enhanced initiative are estimated at $ 36 hillion in 1998 NPV
terms (or roughly equivdent to $ 72 hillion in nomind terms®). Added to this amount are
ODA dams from OECD countries on qudifying HIPCs of the amount estimated a $15
billion which can be cancdled. Nort OECD countries are dso holding large ODA claimson
HIPCs, perhaps of comparable size.

Link with poverty reduction: the new HIPC initiative should be built on an enhanced
framework for poverty reduction. This is critical to ensure that more resources are
invested in hedlth, education and other socid needs. The IMF Enhanced Structural

Adjustment Facility (ESAF) will be replaced by the new Poverty Reduction and Growth
Facility (PRGF) to make sustainable poverty reduction a centra objective. In the context
of the PRGF, a Poverty Reduction Strategy Paper (PRSP) will set out the government's
poverty reduction plan, and would be produced by the nationa authorities with the

assigance of the IMF and World Bank. PRSP would guide al lending operations by
both ingtitutions as well as donor support. PRSP should be in place when a country
reaches its decision point under the HIPC Initiative. Moreover, there should be broad-
based participation with trangparency and accountability to ensure effective use of debt
reief.

4. The enhanced HIPC initiative: policy condusons

Even after the recent modifications brought by the Cologne debt inititive, the eight-
point proposa, as advocated by the United Nations (see Box 1) remains relevant. The
following comments are made in further elaboration of the UN proposds.

The ligt of HIPCs digible for assstance, dthough enlarged by the recent initiative, needs
to be kept under continuous review in order to ensure that al poor countries facing debt
sarvicing difficulties will be consdered .

® Asarule of thumb the present value could be equivalent to half the nominal value (see footnote 5).
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Thetimeframe needsto befirmly shortened to three years.

The new target value d NPV of debtto-exports set at 150 % appearsto be in line with
the average ratio of stock of debt (excluding payments arrears) to exports, noted above.
However, it gill remains to be seen that this level of outstanding debt will produce a
sugtainable debt service raio. Moreover, the fisca criterion is ill high, and the two
related conditions concerning export-to-GDP and fisca revenue-to-GDP need to be
abandoned. A celling for the share of fiscal revenue alocated to external debt service
below 25 % would be appropriate.

Paris Club debt reduction to the equivaent of 90 % or more and ODA debt cancellation,
as recommended by the G-7, are much welcome. Paris Club debt igible for reduction

should aso include post cut-off date debt. In addition, full cancdlation of bilaterd officid

debts for post-conflict countries, countries affected by serious natural disasters and

countries with very low socid and human development indicators should be given serious
consderation.

Progress was made at the IMF and World Bank annua meetingsin September 1999 on
financing the HIPC Initiative, notably new pledges of contributions to the IMF and World
Bank trugt funds, and agreement on financing of the IMF's participation through gold
sdes. The IMF Board of Govemors adopted a resolution enabling off-market
transaction of up to 14 million ounces of gold, as a one-time operdion of a highly
exceptiona nature. Nevertheless, it would be naive to assume that financing will cease to
be an important congraint. Enlargement of the number of beneficiary countries and
lowering the debt sustainability targets will bring additional cogs. If commodity prices
are further depressed in the wake of the globd financid criss, the total cost of
accelerated debt relief is likely to rise. The financing of the enhanced HIPC intiative
should till not be providedat the expense of regular type of ODA.

Concerning the linkage with poverty reduction, the question is whether the new IMF
Poverty Reduction and Growth Fecility will increase the policy burden for HIPCs and
consequently dow down the debt relief process by setting new requirements in the form
of socid policy conditiondities, on top of macro-economic and sructurd reform
conditionalities. It also needs to be ensured that the learning process implied in the PRSP
and efforts to enhance ownership do not further dow down the implementation of the
HIPC initiative. Uncertainties remain as regards the implications of the new policy
emphasis on poverty reduction. For example, there is no clear perception as to which
socid policies would be the most effective in reducing poverty. It is not clear either asto
which gods and quantified indicators should be sdected to evauate the effectiveness of
the new drategies. The effectiveness of the linkage between debt rdief and poverty
reduction programmes will aso depend on how it is going to be made. If it is through
debt conversions or through loca currency debt swaps, attention should be given to the
relaed high inflationary risks for HIPCs (see below), especidly if the primary reason for
the inability to service externad debt is a budgetary condraint. Furthermore, given the
exigence of high levels of payments arrears, the conversion of scheduled debt service
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into budgetary expenditures for socid and human development will put insurmountable
budgetary pressure on debtor countries. It is, therefore, essentia that debt relief should
be complemented by new ad flowsto provide full funding of socid expenditures.

B. Debt conversion

The debt crids of the early 1980s gave rise to a number of mechanisms for reducing
the debt burden of heavily indebted countries, among which are various types of debt
conversons. Chile indtitutiondised the first debt converson program in May 1985. The
relaive success of the program encouraged a number of other Latin American countries to
follow suit, and debt conversions expanded rapidly in late 1980s.

Origindly, only commercid (London Club) debt could be converted. However,
snce 1991, officid bilateral (Paris Club) debt has aso become digible for conversion.
Currently, al the Paris Club eligible debt contracted on concessiona terms and up to 20 %
of debt contracted on commercid terms can be converted.

In the cases of the HIPCs, it is unlikely that debt converson can play an important
rolein dleviaing their debt burden. Since multilaterd debt (which roughly accounts for 25 %
of their debt stock) is not digible for conversion, and there is little commercia debt (which
was admog totaly bought back under the IDA buy-back facility), the only source for
converson is provided by Paris Club debt. Yet, there are a number of difficulties related to
Paris Club debt converson. Fird, there is no secondary market for officid bilateral debt,
making it difficult for investors to obtain information on discount levels, and complicating the
tasks of debtors in defining local currency pay out levels. Second, administrative costs tend
to be high, as investors need to negotiate debt purchases with each of the Paris Club
creditors. Third, Paris Club creditors often disregard prices of secondary commercia debt
when setting prices for the bilateral debt, producing cases where some of the officid bilatera
debt is overpriced from the viewpoint d potentid investors. Fourth, in the case of a flow
rescheduling, the consolidated amounts tend to be relatively small, as compared with the
level of outstanding stock of debt.

Other problems are related to structurd deficiencies in debtor countries.  For a
converson scheme to be efficient, a set of laws need to be put in place as wdl as a tight
monitoring system to avoid "round tripping®. In addition, for a conversion program to be
successful, it should not have inflationary consegquences. This means one of three things.

- dther thelocd currency pay out must not be large (in which case only asmdl part of the
debt is converted);

1 Round tri pping is an operation whereby an investor purchases the debt at a discount from a creditor,

receives the local currency payout from the debtor government, and instead of investing the money in a
local project buys foreign currency and transfers it out of the country, reducing, thus, the debtor
country's foreign exchange reserves. For example, round tripping took such proportionsin Tanzaniathat
the World Bank had to ask the Government to discontinue the debt conversion program.
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- or aconverson must be done for assets rather than cash (for example debt for equity
Swaps);

- or the increase in the domestic money supply needs to be neutrdized through various
schemes involving the issue of government bonds, requiring, thus, the existence of
domestic capita markets.

The HIPCs do not have large privatisaion programs as did Lain American
countries in the 1980s and early 1990s, nor do they possess the necessary resources or
adequate capitd markets to engage in somewhat complex financia operations to neutralise
additiond liquidity. Therefore, the inflationary risk of debt converson in these countriesis
high.

For these reasons, it has been advocated recently that another mechanism involving
pay out in loca currency for servicing the externa debt might be more gppropriate for
HIPCs. These proposals are based on the idea that if a country pays debt servicein foreign
currency to a creditor, it could instead pay the same amount in loca currency that would be
used within the country for socia or developmenta projects. Thus, the argument goes,
ingead of transferring money abroad, it would be usad domesticaly for developmenta
puUrposes.

Such arguments are valid if the primary constraint on the debtor country comes from
the lack of foreign exchange. However, if the primary reason for the ingbility to service
externd debt is a budgetary congraint, debt servicing will run into arrears even if the pay
outs arein locd currency, unless additional money is printed, resulting in more inflation. The
dlocation of loca currency as a result of a debt swap would often occur outside adopted
budgets, which could have unfortunate macro-economic consequences (such as printing
more money, reducing other budget items, increasing taxes or raising loans in the nationa
private sector).

Locd currency pay out would entall other difficulties for the debtor. First, the
operations are often demanding in terms of administrative resources, and close co-ordination
with creditor countriesis needed to manage loca currency counterpart funds. Both creditors
and debtors might incur subgtantia cogts of planning and monitoring debt swap programmes.
The adminigtrative cogts will be high if each bilaterd creditor will want to implement its own
scheme. Secondly, the debtor country would not have any influence on the projects to be
financed, as the creditor country would nomaly look to its own development and/or
environmentd policies as abassfor identifying projects.

These potentid pitfals do not necessarily imply that mechanisms to alow debt
servicing in loca currency are not useful. There are examples, such as reforedtation
programs, and other debt-for-environment swaps where this mechanism has given positive
results. If sgnificant additional debt relief can be obtained through this mechanism, it would
be preferable to co-ordinate the operations among creditor countries and to establish a
multilaterally coordinated debt swap mechanism, but at the initigtive of the debtor country.
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The debtor country will have to control the macro-economic consequences of such swaps. it
should be left to the debtor to decide at whet pace it will undertake the swaps and to
determine the priority list of projects.

C. Deébt of middle-income countries

The issues concerning the prevention and management of financia crises in middle-
income countries have been adequatdly treated in the earlier report of the Executive
Committee on Economic and Socid Affairs on a New International Financid Architecture.
The present report builds on thiswork and elaborates more on an orderly debt restructuring
process, induding internationaly sanctioned standdtills through IMF lending into arrears.

The abrupt cessation of private externad lending, especidly of trade finance, which
accompanied payments difficulties of countries in crisis had brought severe disruptions in
their economic activities and in many cases had further wesakened their capacity to pay.
Furthermore, the financid criss a the end of 1990s, has been addressed either by a
declaration of a debt moratorium, as in the case of the Russan Federaion, or by the
provison of officid financia rescue packages under the leadership of the IMF to bail-out
private creditors.

Such responses reman unsatisfactory. On the one hand, a unilateral debt
moratorium can cut debtors off from sources of externd finance for a long time. For
emerging market countries that rely on private sources of capital, moratorium can be a
powerful source of contagion, tranamitting difficulties rapidly to other countries as investors
withdraw from other markets for fear of smilar losses. This has been observed following the
moratorium declared by Russa in August 1998, which has immediately affected Brazil.
Furthermore, debtors declaring a moratorium may face lega actions from creditors for
seizure of debtors assets abroad.

On the other hand, the bail-out financia packages mobilised by the IMF and
provided under tight conditiondity have raised some concerns, besides questions concerning
the appropriateness of IMF policy prescriptions. These concerns are related to two
particular issues.

- the adequacy of IMF energency lending: in the light of the Adan financid criss, the
sheer sze of financid rescue packages and the rapid contagion of liquidity criss have
rased doubts about the capacity of the IMF to mobilize emergency financing of the
megnitude required by the countries in distress. In this respect, the G- 7 has announced
progress towards agreeing the IMF Quota increase and the New Arrangements to
Borrow, which together would provide additiona resources to the IMF of $90 hillion.
Despite the increase in  IMF resources, is IMF lending sufficient in cases of a globa
liquidity crigs?

- equitable burden sharing and mord hazard: IMF bail-out packages can create a moral
hazard for at least some lenders who have not been forced to bear the full risk of the
credits they have extended. Providing officid financid assstance might shidd creditors
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and investors from the consequences of bad decisions and sow the seeds of future crisis.
It is, thus, necessary to involve private creditors more fully in sharing the burden of

emergency finanang.
IMF lending into arrears

For these reasons, some forma framework is needed to dlow payments
suspensions that are part of a process of co-operative and non-confrontationa debt
renegotiations between debtors and creditors. There seems to be some convergence of
views that an IMF policy of lending into arrears could provide a solution. The IMF would
continue to provide financing to countries even when those countries implement an
adjusment and reform plan and seek a negotiated restructuring with creditors in good faith.
That arrangement would involve private creditors in negotiating terms of a restructuring.
The providon of financia support by the IMF can improve the bargaining postion of the
debtor, and, combined with the adjustment programme, can signa to the unpaid creditors
that their interest is best served by quickly reaching an agreement with the debtor. At the
same time, suspension of payments will lower the immediate foreign exchange requirements
and reduce considerably the Size of arescue package. A faster disbursing mechanism should
aso be utilised by IMF to provide trade finance and address the import needs of debtor
countries.

Temporary suspension of payments may require the use of exchange controls in
order to stem a "rush for exit" by holders of clams, including domestic holders, and some
form of protection against legd actions on debtors assets abroad. It has been suggested that
recourse to IMF Article VIII 2 (b) can serve both purposes.

IMF lending into arrears might fail to prevent contagion, because any temporary
suspension of payments might trigger fear that other countries might follow suit. But it can
provide needed interim finance and can secure a rapid restoration of access to externa
finance.

Contingency clauses

Consderation could adso be given to include clauses in debt contracts that would
dlow for an automatic extenson of maurities in times of acute liquidity criss. The question
of mord hazard can be addressed by limiting these cases to liquidity crigs arising from
externa shocks, beyond the control of debtor countries, such as sharp fal in the terms of
trade or sudden withdrawa of foreign capital because of contagion. One cavest to such a
proposd is that the incluson d such clauses could raise the cost of financing, as lenders
might ask for compensation for assuming increased risk, and the higher cost would have to
be weighed againgt the perceived usefulness of such clausesin addressing unforeseen events.
It should be noted that to avoid any additiond source of discrimination in the market such
clauses can equdly apply to industriaized countries.
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Debt restructurings

Experiences have shown that an early debt restructuring is often followed by an
early recovery. The Republic of Korea negotiated a restructuring of its short-term debt with
its creditor banks, soon after signing the IMF agreement, and Thailand obtained an
agreement by banks to restructure its short term about six months after the criss. Indonesia
is reported to negotiate debt restructuring only about a year after the sart of thecrisis. Itisa
coincidence that the two firgt countries have recovered more quickly. An early restructuring
helps to provide a bresthing space to debtors, while dso lifting the uncertainties about
payment obligations. In this respect, IMF lending into arrears could dso assst debtor
countriesto reach an early debt restructuring with creditors.

There is an additiona problem that eventudly might need to be addressed. In the
1980s the practice of syndicated bank lending to sovereign debtors facilitated the debt
restructuring process which took place within the informa setting of the London Club. In the
1990s, the size, sophitication and heterogeneity of recent capital flows have reduced the
relevance of the procedures used in the past to ensure an appropriate private sector role in
resolving severe internaiona financid crigs. In the case of bonds, there exists no framework
for an orderly renegotiation of those debt securities. Serious consideration should be given
to the G-10 proposa for inclusion of specid clauses in debt contracts to alow for collective
representation of creditors and qualified maority voting on changing the terms of the
contracts, and to force sharing of proceeds of debt repayments. The incluson of such
clauses would need to be consstently gpplied among developing and developed countries
dike.

Transparency and accountability

Ancther lesson drawn from the Adan crisis is the importance of the question of
trangparency and accountability. A lack of transparency and accountability can exacerbate
financid weekness at the firm and nationd levels and complicate efforts to resolve criss.
Action is needed to improve the trangparency and accountability of:

- the private sector (induding nationd firms and banks, but dso internationd investment
banks, hedge funds and other indtitutiond investors);

- of nationd authorities (for dissemingtion of regular and timely information about foreign
exchange liquidity and externd debt positions, including short term debt);

- and of internationd financid ingitutions.

The internationd community should intensfy efforts to implement these
recommendations. It is worth noting in particular the establishment of the Inter-Agency Task
Force on Finance Statistics. This includes internationd ingtitutions such as the IMF, OECD,
World Bank, BIS, UN (UNCTAD), the European Central Bank, and Eurogtat. Its remit is
to examine modalities to improve the compilation and dissemination of data on externd debt
and reserve assets.
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IV.CONCERTED ACTION BY THE UNITED NATIONS

As regards concerted debt-related actions and technica assstance, the need for co-
ordingtion is particularly felt in the areas of debt conversion and debt management. Asfar as
debt converdgon is concerned, agencies have shown interest in channdling resources freed
under debt relief schemes to development programmes, notably in the socid and human
development sectors. However, as discussed above, a number of considerations have to be
assessed before embarking on debt conversions and local currency swaps, in particular the
absorption capacity of debtor countries. It is essentia that gppropriate mechanisms be put in
place to ensure effective co-ordination among donor agencies and to secure red benefits to
debtor countries, and that debtor countries be fully in charge. In the first instance, agencies
should assist debtor countries to develop nationa strategies and projects for social and
human development. Insofar as debt conversion can bring additiona relief and resources for
development purposes, debt swaps should be co-ordinated among bilaterd and mulltilateral
donor agencies and be implemented at the initiative of debtor countries. The cogts of such
operations should be carefully evauated, as they can be high in regard of the limited amount
of debt reductions that could be obtained through this route. In connection with a
multilaterally co-ordinated debt swap mechanism, UNDP has proposed to assist debtor
countries to establish the Nationa Partnership Facility to channd resources to nationd
progranmes for sociad and human devdopment. Through this facility, UNDP in co-
operation with and at the initiative of the debtor country, can assis the latter to Strengthen its
capacity to design a human and sociad development programme which could be financed
partly by debt relief and partly by new aid flows.

In order to disseminate and advocate UN position on the debt problems of
developing countries, the UN can develop an advocacy partnership framework, in co-
operation with NGOs and other civil society organization, aswell as sympathetic creditor
countries

Debt relief should be a once and for-al operation. The best guarantee that debt will
remain a sustainable leves after the completion point is an improvement in domestic public
financid management, especidly debt management. The UN should play its part in
srengthening the capacity of debtor countries to implement an effective debt manegement
policy. One lesson learned from the 1980s debt crisis and the recent financid crisisisthat it
is essentid to have accurate information on the debts incurred, including short-term private
debt. Furthermore, an effective debt management includes such aspects as eaboration of
drategies, inditutiond issues, legd matters, co-ordinding, registering and channdling of
information flows for operations and decision making.

In view of the ongoing HIPC process there is dso a specid need to ensure the
concerned debtor countries ownership of debt sugtainability analyss and ability to
participate as equa partners in the process. The capacity of HIPCs to gpply the
methodology of debt sustainability analysis and appraise the implications of debt relief should
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be strengthened. The quality of governance can aso be strengthened by the full exercise of
civil and paliticd rightsin decision taking procedures concerning debt and other issues.

United Nations technicd assstance has dready played an important role in
developing debt management capacities. In the early 1980s, UNCTAD developed an
effective framework andyss for debt management and the computer-based debt
management tool, known as the Debt Management and Financid Andyss System
(DMFAS). This software, subsequently upgraded, is today ingaled in 50 user countries, of
which 19 are HIPCs. The DMFAS Programme has recently established an interface with
the Debt Sustainability Modd (DSM+) developed by the World Bank for debt sustainability
anaysis. UNDP has been the traditiond partner and sponsor of the DMFAS Programme;
COo-operating agreements have aso been established with other playersin this area, such as
the Commonwesalth Secretarit.




External debt of developing countries and countriesin transition
(Billions of United States dollars)

(Back )

All developing Middle East and Latin America and the East Asia and the Europe and Central
countries Sub-Saharan Africa North Africa Caribbean Pacific South Asia Asia
1998 1999 1998 1999 1998 1999 1998 1999 1998 1999 1998 1999 1998 1999

Total debt stocks 2536.0 2554.0 230.1 231.1 208.1 214.2 786.0 792.7 667.5 659.4 163.8  170.7 480.5  485.9
Longterm debt 2030.3 2070.7 180.3 179.1 164.1 169.4 640.5 649.0 517.1 530.6 154.2  159.9 374.2 382.8

Public and

publicly

guaranteed 1529.2 1580.1 1711 169.4 159.6 161.4 424.2  440.6 337.7 365.0 143.1  147.2 293.5 296.6

Private non-

guaranteed 501.1  490.6 9.1 9.7 4.5 8.0 216.3 208.4 179.4  165.6 11.1 12.7 80.8 86.2
Short-term debt 4119  402.3 42.5 44.7 41.0 41.8 123.5 122.6 119.1  106.1 7.2 8.5 78.6 78.6
Arrears 128.0 63.2 12.1 11.9 17.1 0.8 22.9

Interest arrears 36.2 40.7 20.2 20.4 2.4 2.4 3.6 3.6 2.0 2.0 0.3 0.3 7.7 12.0

Principal

arrears 91.8 43.0 9.7 8.3 15.1 0.5 15.3
Debt service paid 316.1 3494 14.1 15.2 22.6 211 125.3 140.6 84.8 103.5 16.4 15.2 52.9 53.7
Debt indicators
(percentage)

Debt service/

Exports of

goods and

services 18.5 18.7 14.7 14.8 14.3 11.0 33.6 34.5 13.3 14.8 18.9 14.5 14.7 14.8

Total debt/

Exports of

goods and

services 148.0 136.6 238.7 225.1 131.2 1113 210.5 194.6 104.9 94.4 189.2 162.5 133.7 133.7

Total debt/

GNP 42.2 41.5 72.2 75.8 35.8 44.2 40.9 46.2 40.2 34.8 29.1 28.2 49.0 42.2

Short-term/

reserves 58.9 53.1 139.9 1355 62.4 60.1 74.7 74.7 40.0 30.9 19.2 21.3 76.3 72.8

Source: World Bank, Global Development Finance 2000 (Washington, D.C., 2000).
Note: Two dots (..) mean data unavailable.





