Debt Forgiveness for Honduras, the Process and the Results
OVERVIEW
The Industrialized Countries and the World Bank (WB), International Monetary Fund (IMF), and the InterAmerican Development Bank (IDB), which over the years provided low interest rate, long term loans for the development of Honduras, cancelled nearly $4 billion in face value of debt in 2006 and 2007.  This debt forgiveness saves Honduras some $150 million per year in the next several years and then tapering off to about $75 million starting in year 2016.  This paper reviews how this cancellation came to pass and what agreements were made by the “Borrower” (Honduras) and the “Lenders” (the Industrialized Countries and the WB, IMF, IDB).  It puts in context the monetary value of debt cancellation to Honduras, concludes that these monetary savings were only a small factor in the economic growth and poverty reduction experience of Honduras in the last ten years, and that the sound economic policies required by the Lenders to qualify for debt cancellation were the principal benefit of the forgiveness program.
BACKGROUND
In the 1980s and 1990s, Honduras (and a number of other poor countries) had difficulties making timely payments of interest and principal on loans contracted from the Lenders.  After falling behind in 1990, Honduras petitioned the Lenders for relief.  To agree on a common response, the Lenders met among themselves in a forum generally known as the Paris Club.  

The relief provided by the Lenders in 1990 in the Paris Club took the form of extending the repayment periods of the loans (rescheduling) provided by the Industrialized Countries so that the annual payment due was smaller.  As was the custom of the time, the loans of the WB, IMF, and IDB were not rescheduled.  
Honduras returned to the Paris Club in 1992, 1996, and 1999, and each time the Paris Club was progressively more generous.  It began to cancel a portion of the debt due to the industrialized countries, and this proportion grew over time.
During the 1990s a wide variety of Non Governmental Organizations (such as Jubilee USA and OXFAM among the many) lobbied the Lenders for outright cancellation of the debt, arguing that the loans had failed to result in economic growth in the poor countries and therefore they should be forgiven.  Moreover, they argued, poor countries that made timely payments of interest and principal were starving their domestic budgets and thus not providing enough education, health, and other development services for their poor people.
The WB and IMF Begin Cancellation
In 1996, the Industrialized Countries encouraged the WB and the IMF to launch an initiative to ensure that no poor country would face a debt burden it could not manage.  The result was the Highly Indebted Poor Country Initiative (HIPC), which as approved by the WB and the IMF, provided for cancellation of 90% of a country’s bilateral debt, and for the first time, included cancellation of some of the WB, IMF, and IDB loans to the extent necessary to reach a level of a country’s total debt considered “sustainable”.   Previously, these multilateral institution debts were not rescheduled by the Paris Club.
The Lender’s cancellation policies kept getting more generous even after the HIPC initiative was first put in place.  The Paris Club of Industrialized Country Lenders generally went beyond the 90% forgiveness level, usually going to 100% of bilateral debt contracted before a certain date.  And the WB and the IMF, under the subsequent Multilateral Debt Reduction Initiative (MRDI) agreed to by the Industrialized Countries at the G-8 Summit in Glen Eagles, Scotland, moved to 100% forgiveness like most of the Paris Club countries.  The IDB joined the MDRI in 2007.  As a result, Honduras’s major Lenders made 100% forgiveness available.
How the Borrower Qualified

But forgiveness was not without conditions.  First, a country seeking forgiveness had to demonstrate good macroeconomic management, defined as putting in place an IMF program and maintaining it for a multi-year test period.   Second, preparing a suitable Poverty Reduction Strategy Paper (PRSP) and showing increasing expenditures on poverty reduction activities during the test period.  
For Honduras, this meant that after its acceptance as a candidate for debt forgiveness, it agreed to an IMF program in place in 1999, and had its draft PRSP provisionally approved by the WB and IMF.  In July of 2000, the WB and IMF declared that Honduras had formally met the criteria for beginning the test period; this was called the “HIPC Decision Point”.
From the Decision Point to the end of the test period Honduras struggled to meet the IMF program’s parameters.  Its greatest difficulty was keeping domestic expenditures under control, particularly the GOH employees’ wage bill.   With leadership from Honduran President Ricardo Maduro, government employee salary levels were restrained to achieve compliance with the IMF program.  In April of 2005 Honduras was deemed to have achieved the “HIPC Completion Point” and most of its debt to the Lenders was irrevocably forgiven.
The Impact of Forgiveness

The impact of forgiveness on the Honduran government’s budget is that it does not have to pay about $150 million per year in interest and principal to service the forgiven debt.  To put this figure in perspective, this represents approximately 5.7% of GOH expenditures for 2007, and about 1.2% of Gross Domestic Product (GDP)
.  

In 2007, the GOH attributed US$637.6 million of its budget to poverty-reducing spending, or about 4 times the HIPC debt relief flow for 2007.  The major categories of spending are education and health.  Of the total poverty-reduction spending, about US$37 million were assigned to the decentralized municipal investment program in each of 2006, 2007, and 2008.   According to the IMF, in 2000, the GOH invested US$269.7 million in poverty-reducing spending.  
HIPC objectives evaluated

Going back to the stated objectives of the HIPC, four important conclusions can be made.  

-- the HIPC process did result in an increase in poverty-reducing spending by the GOH, but as a percent of national income the poverty spending rate actually declined from 8.3% of GDP in 2004 to 6.9% in 2007.

-- the existence of a PRSP increased and improved the donor coordination organization that guided the recovery from the devastation caused by Hurricane Mitch in 1998. 


-- after reaching the Completion Point, the GOH did not have a strong incentive to maintain the macroeconomic discipline of the multi-year IMF Agreement.  The IMF program review in April 2006 was not completed (i.e., was not satisfactory) and the program quietly expired in 2007. In April of 2008 Honduras agreed to a less rigorous annual program with the IMF, but high and rising petroleum and food prices invalidated the Agreement’s underlying economic assumptions and by the first quarterly review the Agreement was off-track.  Subsequent talks with the IMF have not yet led to a new Agreement.  


HIPC debt forgiveness, especially with the MDRI, did result in a sustainable level of external debt, and Honduras has remained prudent in its debt management, incurring relatively small amounts of low interest, long term [concessional] external debt since the Completion Point.  
The effect on poverty

The final question is whether HIPC had an effect on the level of poverty in Honduras.  The answer is yes, but indirectly and through the HIPC program’s insistence on a sound macroeconomic framework rather than its impact on government poverty spending.  
As a result of HIPC, the foreign exchange freed up from forgiven interest and principal payments was available for other uses, and the GOH could use the corresponding national currency called the lempira (1 dollar = 19 lempiras) for domestic programs. This contributed some to the expansion of domestic economic activity, and Honduras saw an increase in gross domestic product per capita and a reduction in the percent of the population living on less than $1 per day.  
However, HIPC’s annual saving of about $150 million was small relative to the inflow of remittances from Hondurans living overseas, which averaged $2.5 billion yearly in the 2006-2008 period.  New inflows of development assistance from international donors in this same period averaged some $600 million annually.  Foreign direct investment inflows averaged $827 million yearly.  Exports of goods and services amounted to over US$4.1 billion in 2007.  
Moreover, the reduction in poverty was most likely due to economic growth rather than from the poverty spending, as most of the investments attributed to poverty spending have long gestation periods before the benefits convert to household income (e.g., primary education).   
Perhaps the most important HIPC effect on poverty and economic growth was the requirement for sound macroeconomic policies as evidenced by adherence to the IMF Agreement.   Indeed much of the successful growth results of 2006, 2007, and 2008 can be attributed to the sound macroeconomic framework put in place between the Decision Point and the Completion Point.  

Due primarily to the global economic downturn, the outlook in 2009 is for slower growth, increasing poverty incidence, and declining levels of investment.  Honduras seems determined to endure the world-wide recession without the benefit of an IMF Agreement, which would give Honduras extra foreign currency resources as it braves the challenges of the crisis.  Instead it plans to draw down its foreign currency reserves and increase borrowing to finance monetary and fiscal stimulus programs.
� At the current rate of exchange, Honduras’s GDP today is approximately $14 billion dollars.








