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Response to US Treasury’s Position on the Jubilee Act for Responsible Lending and Expanded Debt Cancellation (S. 2166)
April 24, 2008
Jubilee USA and its members appreciate the strong leadership that the Bush Administration has provided on debt relief for the world’s heavily indebted poor countries. The MDRI and the commitment to 100% debt cancellation were breakthrough achievements. Jubilee and its partners also share the strong concerns of the Bush Administration about the need to avoid a rapid build-up of unsustainable debts; provisions of the Jubilee Act address this important policy challenge.

The Jubilee Act seeks to build on the historic achievements on debt of the past decade and to address some of the outstanding policy challenges that remain.  The Act would extend life-saving debt cancellation to more desperately poor nations that require it to meet the MDGs and reform current practices to ensure more responsible lending in the future.
There are a number of claims made by the Treasury Department in its recent statements on the Jubilee Act, including in a letter from Under Secretary McCormick to the House Financial Services Committee and in written testimony by Assistant Secretary Clay Lowery for the Senate Foreign Relations Committee hearing on April 24, 2008, that we will respond to in this short paper.

1. The countries that will benefit from the Jubilee Act face crushing poverty and unsustainable debts.  We disagree with the premise that the debts of the impoverished countries made eligible by the Jubilee Act should be considered “manageable” or “sustainable” and that debt relief undermines the development of sound debt management practices.
· Using a human needs-centered approach to assess poverty (the UNDP’s Human Poverty Index-I) and indebtedness (using NPV Debt to GNI rather than debt to export ratio), a recent study for the UNDP found that 14 of the 25 countries that the Jubilee Act would make newly eligible for debt cancellation are actually poorer and more indebted than the least poor and the least indebted HIPC – these are not countries with “manageable” debts.

· Eleven of the 24 countries made eligible by the bill are labeled as moderate to high risk of debt distress according to the IMF/World Bank’s Debt Sustainability Framework.  Most of the remaining countries that are not as highly indebted as the HIPCs are either extremely poor or small island nations facing unique development challenges such as advancing climate change and lack of access to credit, and would clearly benefit from relief.

· The universe of countries that would be eligible for debt cancellation under the Jubilee Act are those very poorest countries that receive “IDA only” assistance from the World Bank. These are countries that require additional aid and debt relief if they are to achieve the Millennium Development Goals.  Until the MDGs – goals embraced by the US and the global community – are met, it is Jubilee USA’s view that there is no “manageable” or “sustainable” level of debt for these desperately poor countries.
· Expansion of debt relief to countries with somewhat less debt but high levels of need addresses one of the flaws of the current debt relief program -- countries with less debt (which, it might be argued, borrowed more responsibly) did not benefit, while highly indebted countries did. Lesotho is one such country. As Lesotho’s Finance Minister Timothy Thahane told Reuters in 2005, one of the reasons Lesotho was not classified as a HIPC country was that it had never defaulted on its debt. “It is important,” he said, “that those who have paid their debts well, who run their mega-finances well, should be rewarded with debt forgiveness.”
· Debt relief is indeed a sound use of limited development assistance; in fact, it makes other development assistance even more effective by ensuring that development aid doesn’t get recycled back out of the country in the form of debt repayments.
· There are some IDA-only countries, such as Vietnam, that are actively working towards expanded access to capital markets, and are expected to “opt out” of relief as debt relief would not be consistent with these efforts. Each country has a sovereign right to determine whether to opt in to debt relief.
2. The budget impact will to be much more modest than Treasury suggests and is unlikely to crowd out other development assistance efforts. While cost is a serious consideration for any legislation, debt relief offers a cost-effective way to address pressing human needs and ensure the effectiveness of US development assistance. Our analysis finds modest costs associated with the implementation of the Act.  
In Assistant Secretary Lowery’s testimony to the Foreign Relations Committee, he writes, "The Jubilee bill represents an unfunded international mandate to fully cancel roughly $75 billion worth of debts..." The statement is misleading. It is important to note that these are total debt stocks owed by eligible countries to all their official creditors, not just the US and not even just the multilaterals, and is neither the cost to actually cancel the debt no the anticipated cost the United States.  Jubilee USA has performed an elaborate estimate of the actual costs to cancel these debts, and the likely costs to the United States:

· US Bilateral Debts.  Upon conclusion of international negotiations in 2-3 years, Jubilee USA estimates the costs to cancel the debts owed to the United States by the first 9 eligible countries to be $119 million, assuming, as is expected, that Vietnam does not opt into the agreement. The total potential cost for all 24 countries that could receive cancellation of their debts to the United States would be approximately $957 million.  Spread over 9 years, this amounts to an average annual cost to the US of $106 million.  It should be emphasized that the actual time period for all 24 countries to qualify may be longer than 9 years, so the annual average costs may be lower.
· Multilateral Debts. The overwhelming majority of the debts owed by the countries made eligible for debt relief by the bill are held by the World Bank, IMF, and other multilateral lenders. In total, for all 24 countries, it would cost about $24 billion to cancel the World Bank debt and another $11 billion for debt owed to regional development banks.  Jubilee USA Network has identified resources within the IMF and World Bank which are additional – the sale of IMF gold, the use of excess International Bank for Reconstruction and Development (IBRD) reserves, and increased allocation of IBRD/International Finance Corporation (IFC) net income to IDA – that could fund the majority of the cost of multilateral cancellation envisioned in the legislation. While we strongly believe that these additional resources of the international financial institutions can and should be used, the US may need to increase its contribution to IDA to cover the costs.  Even in this worst-case scenario, the costs involved would be modest.  For the 9 countries expected to initially qualify, assuming Vietnam does not opt in, we estimate that the US’ fair share of additional annual contributions to IDA following an agreement would be $235 million per year for three years. To put this figure into perspective, this increase is less than the increase requested by Treasury in its FY09 budget request for IDA. In short, this is hardly the type of increase that would threaten to divert funding from other critical development activities.  
Debt relief cannot replace the benefits of increased foreign assistance; but if it is provided with additionality, as Jubilee USA advocates and the Jubilee Act calls for, it is vital to ensure that aid is truly effective.  Leading development experts have long held that debt relief is an extremely effective and efficient form of aid.
 Writes Nancy Birdsall, President of the Center for Global Development; “the substitution of debt relief for aid disbursements can increase the efficiency of aid by increasing ownership of their development programs by poor countries, reducing transaction costs, increasing fungibility, eliminating tying, and reassuring the private sector that countries are going to be able to implement their plans.”

3. Certain harmful economic policy requirements are undermining the poverty-reducing impact of debt relief. 

Assistant Secretary Lowery writes, "Debt relief simply will not have the intended benefits if it is delivered in an environment of macroeconomic instability. Placing blanket restrictions on the types of economic reforms that are appropriate can make it difficult to implement policies to a given country's situation."  While no one disclaims the importance of a stable macro-economy, a growing body of evidence suggests IMF policies required for debt relief are extreme.

The current HIPC debt relief program requires nations to meet a strict series of economic policy requirements before receiving debt cancellation. While all agree that debt cancellation should be provided in ways that ensure full transparency and accountability, many of the other conditions the IMF and World Bank insist on attaching to debt relief are more controversial. A growing number of analysts including the Center for Global Development
 have criticized the IMF in particular for being overly stringent in its requirements that poor countries have low inflation, pay down domestic debt, limit spending on public sector salaries for doctors and teachers, and maintain high currency reserves. In the case of Nicaragua, the IMF required the country to use the majority of its debt relief pro​ceeds to bolster its foreign cur​rency reserves and pay down its domestic debt. As a result, Nica​ragua had been able to free up only a few million dollars of its debt cancellation monies for social investment as of late 2006.
  Nicaragua was also required to privatize electricity as a condition of debt relief. Following privatization, electricity prices rose by 200%, pricing the poor out of the market, and blackouts became frequent. Conditionality for debt relief should be limited to requirements that ensure transparency and accountability to ensure funds are used for poverty reduction.

In Zambia, a study by the International Poverty Centre of the UN Development Program found that conditionalities imposed by the IMF as part of HIPC meant less fiscal space and reduced investment in the fight against poverty after interim debt relief rather than more. According to the authors, Professor John Weeks and economist Terry McKinley, even with the expanded debt cancellation agreed to by the G-8 in 2005, “Regrettably, the net fiscal gain from debt relief has been marginal because of the external policy conditionalities linked to the relief and the associated ODA.”
 Sadly, this reality is more the norm than the exception.

Moreover, the bill identifies and urges the removal of 4 specific harmful economic policies that have had a documented negative impact on the poor and would not “effectively eliminate policy conditionality” as Treasury claims.


4. To address debt sustainability, a more comprehensive approach is needed. The responsible lending framework is a practical, albeit long-term solution.
We are heartened to note that Treasury shares our view that more must be done to prevent unsustainable lending and the re-emergence of a debt crisis in many countries. We also appreciate Treasury’s leadership and efforts to secure a greater portion of World Bank support in the form of grants.  Moreover, we agree that strengthening the debt sustainability policies within the World Bank and IMF would be a useful first step toward addressing the problem.  

In the long term however, we seriously question whether the Debt Sustainability Framework can prevent the rise of unsustainable debts.  A genuine solution must include more creditors, increase access to grants and concessional lending, address the issue of moral hazard on the side of the creditors and ensure equitable burden-sharing among the creditors themselves.  The DSF is not currently configured to address any of these critical pieces of the puzzle.  

In the past there have been unsuccessful attempts to strengthen the DSF through outreach and communication with creditors not currently providing debt relief, while at the same time measures have been taken to stop debtors from borrowing unsustainably.  These efforts are unlikely to bear fruit as even IDA acknowledges:

Part of the complexity of the free-rider issue stems from the fact that there is no institutional framework either for a formal creditor coordination process or for the prevention of serious breaches of concessionality benchmarks by opportunistic commercial lenders … A mechanism to ensure creditor coordination could lead to a superior outcome for all involved creditors (IDA 2006: paras. 34/35).
Moreover the very punishment proposed for debtor countries that cannot cover their external financing needs from concessional sources (hardened terms for or a reduction in future IDA lending) forces impoverished countries deeper into the arms of the “free riders,” making it more likely that borrowers will actually ramp up their appeal to non-concessional sources of financing. 
In short, by trying to micromanage the amount of debt that a country can take on, the DSF approach places responsibility and consequences of unsustainable lending and borrowing solely on the side of the borrower.  As the DSF sanctions “irresponsible” borrowers, no attempt is made to address the creditor’s moral hazard.  This is a grave concern for debt cancellation advocates.  Should non-participating creditors undermine the gains from debt relief, public support for debt cancellation will be placed at risk.  The DSF does not entail any financial consequences for irresponsible lenders should countries fall back into unsustainable debt, allowing lenders that did not participate in debt relief to take advantage of the attractive debt profiles of debt relief beneficiaries.  
For the reasons above, the Jubilee Act proposes a broad, market-based, responsible lending framework that addresses the problem of unsustainable lending and borrowing from both the creditor and borrower sides of the equation by ensuring that the right incentives for lenders and borrowers to make their own decisions.  In its response, the US Treasury department calls the prospects for such an agreement “highly doubtful” given the “wide range of international creditors.”  Jubilee recognizes that the international legal framework we propose is a long-term solution that will take time to achieve, but the difficulties involved should not deter the US from exercising global leadership on this issue.  Were the US government to throw its weight behind the negotiation of such an agreement, it would have a substantial impact on other key nations around the world.  
On the issue of the enforceability of such an agreement, we respectfully disagree with the Treasury Department.  Existing experiences with international arbitration awards indicate that countries do tend to comply with such rulings.  It is not unreasonable therefore to expect that countries would comply likewise with international arbitration on debt issues.  Moreover if properly implemented, such a framework would prevent holdout creditors not willing to accept a majority agreement from seeking redress individually in another forum.  
Finally, regarding the Treasury Department’s concern that the threat of sanctions might discourage lending from legitimate creditors, we respectfully submit that this is highly speculative.  The only sanction envisioned by an international responsible lending framework would require irresponsible lenders to partake proportionally in the losses generated by any debt write off that might be necessary.  In other words, the only “sanction” would require creditors to take responsibility for their own mistaken lending decisions, encouraging due diligence in the assessment of repayment prospects.  If anything, comparable evidence drawn from an examination of domestic bankruptcy systems indicates that access and interest rates for finance improves for borrowers in an environment where creditors have access to a predictable and orderly system for debt workouts, one which reduces the prospects that some creditors profit at the expense of others who carry unduly large losses.  
5. Low-income countries have expressed concern over the asymmetrical nature of the HIPC/MDRI and want the benefits of debt cancellation to be expanded.

In Assistant Secretary Lowery’s testimony, Treasury claims to have met with developing country ministers and that their priority is issues around growth and infrastructure. While there is no doubt these priorities exist, there should also be no doubt that there is tremendous developing country support for expanded debt cancellation -- examining recent documents coming out of the UN General Assembly,
 the Financing for Development process, and the G-77 on debt, we find criticism of the limited scope of the current HIPC/MDRI initiative, support for expansion of debt cancellation and consideration of debt sustainability in terms of what is needed to achieve the the MDGs. 
6. Jubilee USA fully agrees that the United States should meet its obligations to the World Bank and in support of existing debt relief initiatives. 

Jubilee USA and its partners are working to encourage Congress to generate support for payment of arrears and contributions needed to cover costs associated with the current debt relief initiatives.  We don’t think, however, that the goal of expanded debt cancellation and funding current initiatives are mutually exclusive. We envision that the negotiation process needed to reach a global agreement on expanded debt cancellation may take several years, during which time the US Congress will have ample opportunity to demonstrate its support and funding for current initiatives.
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