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Overview
A country unable to service its loans, obtain new loans or make needed investments is considered to be in debt crisis. In recent decades the global community has organized a series of debt relief initiatives for the world’s poorest countries. During the 1970s and 1980s, commercial and bilateral creditors began postponing their debt service payments. The World Bank and International Monetary Fund (IMF) also bought back external debts of their 21 poorest Member Countries (Debt Reduction Facility). Over the period 1988-’96, Paris Club (a subset of OECD bilateral creditors) and other creditors began forgiving debts outright. But there were no efforts to help debtor countries escape their long-term indebtedness. 

In 1996, the global community launched the first Highly Indebted Poor Country Debt Relief Initiative (HIPC-I) to reduce the present value of debt stock held by the countries. In HIPC-I, private and bilateral creditors agreed to forgive up to 90% of the debts owed them. A second, enhanced version (HIPC-II) was rolled out in 1999. HIPC-II introduced a new conditionality: debtor countries had to use some portion of debt relief funds for anti-poverty spending. This category includes immunization programs. Countries qualified more rapidly for relief under HIPC-II. The HIPC initiatives, however, did not involve the multilateral creditors (The World Bank, International Monetary Fund and the regional development banks), which accounted for a growing share of the debt. This was rectified in 2005, when the IMF, IDA and African Development Fund implemented a third debt relief program, the Multilateral Debt Relief Initiative (MDRI). MDRI also explicitly focused countries on their MDGs.
The HIPC Initiative has been moderately successful. A recent World Bank/IMF study (Allan and Leipziger 2007) found that debt service payments in 31 (post-Decision Point) countries have declined by about half. Their external debt stocks have also declined, from US$105b prior to HIPC to $40b in 2006. Poverty-reducing expenditures in these countries have risen slightly, from under 7% of GDP in 2000 to 9% in 2006. HIPC anti-poverty spending in 2006 totaled US$17b, an increase of US$3b over 2005. As of 2006, HIPC countries had spent a cumulative US$70b (2006 dollars) on anti-poverty programs. This translated to around US$15 in per capita health expenditures- far below the $40 per capita recommended by WHO
. 
HIPC mechanics

To be HIPC-eligible a country has to meet several criteria. It has to be poor, defined as having a per capita income of US$380 or less. Its debt has to be unsustainable, defined as having a (present value) debt-to-export ratio of at least 200-250%.  (This threshold was reduced to 150% under HIPC-II.)  And it has to have a reasonable track record implementing World Bank/IMF structural reforms. Most countries qualify on these criteria alone. Two additional conditions are applied to high-export countries. If exports account for 30% or more of GDP (openness criterion), government revenues account for at least 15% of GDP (revenue criterion) and the present value of its external debt exceeds 250% of government revenues then the country is HIPC-eligible
. 

To obtain debt relief, HIPC countries must first implement particular reforms aimed at stabilizing their economies and improving their fiscal practices. In essence, countries must devise new financing and borrowing strategies that are fiscally sustainable in the long run. This generally entailed reducing domestic deficit spending, reducing external borrowing, building up foreign currency reserves and capping the public sector wage bill. Without these reforms a debt dividend could be wasted. Countries must also develop a Poverty Reduction Strategy (PRSP). After three years they reach the Decision Point milestone. At Decision Point the amount of debt that must be forgiven to attain a sustainable external debt level is calculated. Paris Club creditors begin reducing the interest payments on their loans. Multilateral creditors may begin providing debt relief funds. Private and commercial creditors may or may not participate. (Most do not.) During this second phase the countries continue implementing reforms and their PRSPs. Countries reach the Completion Point when these conditionalities have been met. From then on debt relief funds flow without further conditions.  If a country’s debt position has deteriorated from Decision to Completion Points (e.g., new debts acquired, lower exports or revenues, declining exchange rates), additional debt relief (“topping up”) may be added to the package
.

Countries use varying mechanisms to handle their HIPC debt relief funds. The funds may be managed in separate accounts (“ring fencing”) and special HIPC implementation units.  This approach, however, adds to budget fragmentation. Another approach is to handle HIPC funds through normal budget procedures but identify which budget items the HIPC funds support (virtual fund mechanism). The essential condition is that HIPC expenditures are tracked.

At this writing there are 41 HIPC countries. Of these, 8 are potentially eligible (pre-Decision Point), 33 have passed their Decision Points and 23 have reached their Completion Points. Here is the current breakdown of AP countries with respect to the HIPC Initiative:

	HIPC countries
	Non-HIPC countries

	Pre-Decision Point
	Decision Point
	Completion Point
	

	Nepal
	D.R. Congo
	Cameroon
	Cambodia

	
	Liberia
	Ethiopia
	Kenya

	
	
	Mali
	Nigeria

	
	
	Mozambique
	Sri Lanka

	
	
	Rwanda
	

	
	
	Senegal
	

	
	
	Sierra Leone
	

	
	
	Uganda
	


The following table shows HIPC anti-poverty expenditure data for nine Advocacy Project countries. On average, the countries spent 56% of their anti-poverty funding during 2000-2005. Note that only two countries (Sierra Leone, DR Congo) had 2005 balances sufficient to cover their projected anti-poverty expenditures through 2008.
	HIPC anti-poverty spending, nine Advocacy Project countries (US$m) 

	
	Total HIPC+
	Expenditures
	Balance (end 2005)
	Projected Expenditures

	Country
	MDRI funds
	2000-2005
	Amount
	Percent
	2006*
	2007*
	2008*

	Senegal
	3258
	2577
	681
	0.21
	726
	980
	1058

	Mali
	2809
	1626
	1183
	0.42
	533
	561
	625

	Cameroon
	6183
	3045
	3139
	0.51
	1155
	1535
	1677

	Sierra Leone
	1638
	281
	1357
	0.83
	63
	76
	87

	D R Congo
	10389
	384
	10005
	0.96
	280
	426
	691

	Rwanda
	1802
	738
	1064
	0.59
	276
	391
	438

	Mozambique
	6290
	4561
	1729
	0.27
	1255
	1236
	1341

	Uganda
	5372
	4080
	1292
	0.24
	1050
	1073
	1160

	Ethiopia
	6483
	5952
	531
	0.08
	2107
	2659
	3381

	Source: Leipziger and Allen (2007)
	
	
	
	
	
	
	


While debt relief reduced the costs of servicing their debts, the packages fail the additionality test. HIPC countries experienced a decrease in the net quantity of resources transferred from donor countries over this period
. 
Emergent issues

In practice, some countries have needed more than three years to reach their Decision Points (examples: DR Congo, Liberia). Reasons for the delays include political instability and incomplete reform track records. The sunset clause has been suspended for several countries, allowing them to qualify after the 2006 deadline. Others countries were slow to reach their Completion Points (examples: Cameroon, Sierra Leone). These delays reflected difficulties in developing their PRSPs or failure to meet specific macroeconomic (“trigger”) conditions. 

Twelve of 22 post-Completion Point HIPC countries are considered by the IMF to be at moderate to high risk of debt distress. Although their debt ratios had earlier improved, the ratios are now growing again. HIPC and other external funding cannot solve this problem. Rather, countries must more aggressively implement fiscal reforms if their long-term debts are to be sustainable.

The HIPC Initiative has spawned a number of collaborative arrangements among recipient countries. An example is the HIPC Debt Strategy and Analysis Capacity-Building Programme (HIPC CBP).  Through its five implementing partner agencies, HIPC CBP helps counties bargain for better loan forgiveness terms. The organization is also developing tools and strategies to manage their debts in a sustainable manner.  

Through the HIPC process, countries have obtained a new source of funding for immunization and other health programs. But it is unclear whether HIPC has enlarged the fiscal space for health or for immunization per se. During 1998-2001, a recent study found, per capita health expenditure did not increase significantly in the HIPC countries due to their having received new debt relief funding.  (Of note, health expenditures were already higher in HIPC versus non-HIPC countries before debt relief.)  The study found no evidence that debt relief funds “crowded out” external aid
.       

The basic problem in accounting for HIPC funds is that money is fungible: countries can easily offset their anti-poverty spending with HIPC funds. Measurement is difficult because countries define their anti-poverty programs in different ways. Secondly, few countries have tracked their HIPC funds or accounted for HIPC funding to specific health programs. This is seen as part of a larger systemic problem. Observers agree that countries need to develop the capacity to track all of their public expenditures. Only then can the composition of public spending- and a country’s commitment to reducing poverty- be determined.    

Most observers acknowledge the HIPC funds are not sufficient for countries to achieve debt sustainability or to meet their MDGs. Some creditors have therefore forgiven more than the agreed 90% of debts owed to them or have rescheduled their cut-off dates (the date beyond which new debts are not treated by HIPC). Another way to increase the present HIPC funding flow has been to treat debts beyond the cut-off dates. Even with these new debt relief packages, most observers agree, HIPC countries will need more external aid if they are to meet their MDGs. More importantly, their technical, financial and political institutions will need to be strengthened to ensure the funds are effectively used.
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� Senegal is an example of an open-economy HIPC country.


� Ethiopia and Rwanda received topping up funding.
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