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External Shocks and the HIPC Initiative:
Impacts on Growth and Poverty in Africa

M. Nureldin Hussain and Bernhard G. Gunter

Abstract

After providing a brief background on recent depeh@nts of terms of trade shocks and
debt relief initiatives, the paper uses a simplenm@conomic model to estimate the
impact of debt relief and terms of trade shocksgoowth and poverty in African
countries. For the 18 Heavily Indebted Poor Coest(HIPCs) that reached the enhanced
HIPC decision point by end-December 2000, the basiantitative findings are as
follows:

» HIPC debt relief has boosted economic growth is¢heountries by an average of
2.9 percent per annum (everything else remainiagéme).

* The computed result of this increase in growth i®@uction in poverty by an
average of 2.2 percent per annum.

* However, recent deteriorations in the terms ofdradght have counter-balanced
these positive effects by lowering growth by anrage of 2.0 percent per annum
and by increasing poverty by an average of 1.3quenger annum.

» Clearly, much of the positive impact emanating frim& HIPC Initiative has been
eroded due to recent deteriorations in the termgraxfe. The HIPC-induced
growth and poverty reduction have been reduced taah average of 0.9 percent
per annum.

The paper also estimates the net effect on gromthpaverty of the recently agreed 100
percent multilateral debt relief. This is predictedboost economic growth by an average
of 5 percent per annum and reduce poverty by ab@&upercent per annum for the group
of all African HIPCs. The paper concludes that J@0@cent debt relief is crucial for
Africa, but that more aid and policies need to beuted on a long-term development
strategy that fosters the necessary structurasfivamation.

" Respectively, Managem(hussain@afdb.ofgand Senior Research Economisg(nter@afdb.oig
Research Division; Development Research Department (PDRE); Afbieaelopment Bank, Temporary
Relocation, 1002 Tunis-Belvedere, Tunisia. The views atetpretations in this paper are those of the
authors and do not necessarily represent those of theaAflevelopment Bank. We would like to thank
Audrey Verdier-Chouchane for providing useful commemts Koua Louis Kouakou for collecting some
of the data and performing some initial calculations. Contsngme most welcome.




External Shocks and the HIPC Initiative:
Impacts on Growth and Poverty in Africa

M. Nureldin Hussain and Bernhard G. Gunter

Résume

Aprés une breve présentation de I'évolution réceetechocs des termes de I'échange et
des initiatives d’allegement de la dette, le docnimeilise un modele macroéconomique
simple pour évaluer I'impact des chocs de l'allégatnde la dette et des termes de
'échange sur la croissance et la pauvreté dangdgs africains. Pour les 18 pays
pauvres trés endettés (PPTE) qui ont atteint letpdé décision de l'initiative PPTE
renforcée a la fin de décembre 2000, les constagtjuantitatives fondamentales sont
les suivantes :

» L’allegement de la dette au titre de linitiativd®PE a favorisé la croissance
économique de ces pays de 2,9 pour cent enviromarpdtoute chose égale par
ailleurs).

* Les résultats calculés de cette hausse de la angisgeprésentent une réduction
de la pauvreté de 2,2 pour cent environ par an.

» Toutefois, les récentes détériorations des termesl’'@hange auraient pu
contrebalancer ces effets positifs en réduisaotdessance de 2 pour cent environ
par an et en accroissant la pauvreté de 1,3 potpee an.

» Clairement, une grande partie de I'impact posii€aulant de I'initiative PPTE a
été érodée en raison des récentes détérioratiomdedmes de I'échange. La
croissance et la réduction de la pauvreté indpseslinitiative PPTE ont été
chacune réduites a environ 0,9 pour cent par an.

Le document estime également I'effet net sur lassemce et la pauvreté de I'allégement
de la dette multilatérale de 100 pour cent conv&wemment. Cela devra normalement
favoriser une hausse de la croissance économigbepder cent par an et une réduction
de la pauvreté de 5,3 pour cent par an pour lepgrale pays africains PPTE. Le
document conclut qu'un allégement de la dette dé fOur cent est crucial pour
I'Afrique, mais que I'aide et les politiques devtppour la plupart, étre axées davantage
sur une stratégie a long terme contribuant a tesfeamation structurelle nécessaire.

" Respectively, Managem(hussain@afdb.ofgand Senior Research Economisg(nter@afdb.oig
Research Division; Development Research Department (PDRE); Afbieaelopment Bank, Temporary
Relocation, 1002 Tunis-Belvedere, Tunisia. The views atetpretations in this paper are those of the
authors and do not necessarily represent those of themAflevelopment Bank. We would like to thank
Audrey Verdier-Chouchane for providing useful commemts Koua Louis Kouakou for collecting some
of the data and performing some initial calculations. Contsngme most welcome.
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Chapter I: Introduction

Crude oil prices have increased from about $12bperel in 1999, to above $50
per barrel in 2004, and even reached $60 in Juf@®,28xacerbating already serious
poverty in most oil-importing African countries. fE@nately, some export commodity
prices of oil-importing African countries (like fexample, coffee) have also recovered in
2003 and 2004, counter-balancing the negative imphaancreases in oil prices. Yet,
given the high degree of import and export conediains in all poor African countries,
import and export price volatilities continue tovlasignificant negative impacts on
growth in these countries. Interestingly, little @ncal work exists on the systematic
guantification of the impact of these external &soon African countries.

Another lack of quantitative analysis relates @ ithpact of debt service provided
under the Heavily Indebted Poor Country (HIPC)iatite on growth and poverty.
Building on the debt overhang theory as it emerfyeth the seminal contributions of
Krugman (1988) and Sachs (1989), there have beery em@pirical studies confirming
the existence of a debt overhang in Heavily Indgt®eor Countries (HIPCs). While
there is broad agreement that all HIPCs faced & oedrhang before receiving HIPC
debt relief, there is some disagreement on thevaatee of a debt overhang for HIPCs
that have reached the HIPC completion point. Mdghe current proposals for further
debt relief are based on the shortage in finanttiege countries continue to face to reach
the Millennium Development Goals (MDGs). Howeveas,use has been made thus far of
a relative simple model to systematically estinmie impact of debt service and debt
relief on growth and poverty.

The model used in this paper provides a convemagthodology not only to
estimate the impact of debt service on growth angfy, but also to estimate the impact
of external shocks on growth and poverty. Henas, paper will measure separately (a)
the macroeconomic impact of the HIPC Initiative gmowth and poverty reduction, and
(b) the extent to which these positive impacts etiag from the HIPC Initiative have
been counter-balanced by recent deteriorationsartérms of trade (ToT). Furthermore,
the methodology also allows us to estimate theeffect of the multilateral debt relief
agreed by the Finance Ministers of the Intergovemal Group of Eight (G8) in June
2005 for HIPCs that have reached the HIPC compigitnt.

The paper is organized as follows. Following tmsaduction, the next chapter
provides a brief background on the commodity riskherability of African HIPCs and
the HIPC Initiative. The third chapter outlines theethodology by summarizing the
model used, explaining how the model’s framework b& used to provide country-
specific quantitative measures for the impact dstdelief on growth and poverty, and
explaining how the model allows us to provide coysspecific quantitative measures for
the impact of changes in the ToT on growth and ggvéhe fourth chapter reports and
interprets the results for the 18 African HIPCstthave reached their enhanced HIPC
decision points by end-December 2000. A fifth ckagtggests some policy implications
and conclusions.



Chapter II: External Shocks and HIPC Debt Relief in Africa

Given the various contributions linking Africa’s debtedness to Africa’s
structural deficits we limit this chapter to a suargnof issues that are directly relevant
for our analysis. The first section summarizes the key issues mlaighe commodity
risk vulnerability of African HIPCs, the second 8en describes and summarizes the
HIPC Initiative, the third section summarizes trevelopments on debt relief since the
adoption of the enhanced HIPC Initiative, before fburth section provides a summary
of the key issues of the linkage between debt aveldpment in Africa.

1.1  Commodity Risk Vulnerability of African HIPCs

As the International Task Force on Commodity Risknlgigement (2002) has
pointed out, HIPCs depend on primary commodities rfwore than half of their
merchandise export earnings. About half of the HIB€nerate more than 90 percent of
their merchandise export revenues from a few coniiesdsuch as cocoa and coffee.
They are, in the order of dependence on commogditfizairitania, Chad, S&o Tomé &
Principe, Angola, Rwanda, Niger, Congo Republicdaéy Guinea-Bissau, Burundi,
Somalia, Benin, Ghana, and Cameroon. On average¢dmmodity share in the total
merchandise exports stands at around 84 percenHH#®Cs, compared to about 55
percent for developing countries as a whole. Famgte, in Uganda, about 5 million
smallholders and poor households—a quarter of dplption—earn their living from
producing coffee.

Many African HIPCs are major exporters of commaditimportant for industrial
production and domestic consumption in the developerld. About 60 percent of cocoa
in the world is produced in three African HIPCs:n@aoon, Cote d'lvoire, and Ghana.
HIPCs produce and export about 20 percent of coifeéhe world. Prices of these
commodities are particularly volatile. For instanisetween 1983 and 1997, cocoa prices
fluctuated between 60 percent and 170 percenteoatterage price over this period, and
robusta coffee from 40 percent to 195 percent—aanat other commodity price
fluctuations from 50 percent to 150 percent ovexr same period. In addition, many
HIPCs are net importers of food and/or fuels. F@nynAfrican HIPCs, such imports
represent more than 20 percent of their merchamdligerts.

In addition to the high concentration of exportsl amports, which imply a high
vulnerability to commodity price fluctuations, tA®T of African HIPCs have overall
deteriorated over time, and are expected to desteidurther, see Figure 1, covering the
period of 1990-2005. Declining ToT and the high narbbility to commodity price
fluctuations had and continues to have signifigandlications for growth, poverty, and
debt sustainability of African HIPCs. Dependence commodities coupled with high
volatility of prices results in significant flucttians in export earnings in HIPCs and

! Some of the most recent studies, which also provide empsive reviews of the HIPC Initiative, are
Birdsall and Williamson (2002) Geda (2002), Gunter @0@nd especially UNCTAD (2004). Some of
more specific and recent literature related to commodity riskevalhility are Barghouti, Kane, Sorby, and
Mubarik (2004), Birdsall and Hamoudi (2002), Broda aritle T(2003), Collier (2002) Combes and
Guillaumont (2002), and Hussain (2005).



therefore in debt indicators. For instance, Ugandaport revenues are highly correlated
to coffee prices. Taking the level of Uganda's ekpmarnings in 1985 as 100, this
benchmark fell to 47 in 1993, following a sharg fal coffee prices, and rose to 170 in
1997 after prices rallied. Such changes have direpacts on debt indicators and on
countries' ability to adhere to debt sustainabttiygets’

Figure 1: Terms of Trade of African HIPCs
with eDP reached by end-2000
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Source: IMF, World Economic Outlook, 2005

[I.2.  The HIPC Initiative in the African Context

Since the early 1980s, more and more African ceestwwere unable to pay their
scheduled debt service and were thus repeatediyvedl to reschedule their official
bilateral debts at increasingly concessional tedorgng the late 1980s and the early- and
mid-1990s. During the same time, theoretical angigoal work gave evidence to the
existence of a debt overhang that could not belwedowithout a reduction of a
staggering multilateral debt, as most African coestaccumulated it, mostly in the late
1980s and early 1990s. Based on these developraadtshe continuous failure of
traditional debt relief to end the repeated procefsbilateral debt rescheduling, the
International Monetary Fund (IMF) and the World Radopted the Heavily Indebted
Poor Country (HIPC) Initiative in fall 1996. Theykgoal of the HIPC Initiative has been
to reduce all public and publicly guaranteed exedebt to a level that would allow
HIPCs to permanently exit the process of repeagéd bscheduling.

2 See International Task Force on Commodity Risk Manager@@@g] for further details.

% See World Bank (2003), where referring to the origind®iconcept paper of August 199e HIPC
Debt Initiative—Elaboration of Key Features and Poss®iecedural Stepsthe explicitly stated goal of
the Initiative was “to achieve a sustainable debt situation”.
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Three years after launching the HIPC Initiativey#s clear that the original HIPC
framework (HIPC-1) was not sufficient to provideR@is with a permanent exit from
repeated debt rescheduling, and partly due to pudoéssure, the IMF and World Bank
formally agreed in September 1999 to enhance tRCHtamework (HIPC-2). Like with
HIPC-1, HIPC-2 involves two stages. The first stegye three-year period during which a
HIPC works in coordination with the support of Merld Bank and the IMF to establish
a record of good economic policies. At the endha$ three-year period the IMF and
World Bank determine whether a country's debt lévalustainable. For those countries
whose debt burden remains unsustainable after Usé of traditional debt relief
mechanisms, a package of debt relief is identifiethis is known as the enhanced
Decision Point (eDP), at which some creditors ntayt svith the provision of HIPC debt
relief. The decision to provide HIPC debt religkiwrocably is taken once the conditions
identified at the eDP are satisfied, which is th&own as the enhanced Completion
Point.

HIPC-2 assumes that a country’s external debt ssagwable if the net present
value (NPV) debt-to-export ratio (which is calldaetexport criterion) is around 150
percent (lowered from the 200-250 percentage ramgier HIPC-1). Unlike in HIPC-1,
which took external vulnerability issues into acebwhen determining the sustainable
NPV debt-to-export ratio for a specific countrye tbnhanced framework targets a unique
NPV debt to export ratio of 150 percent at the e the justification to simplify the
framework. It was also argued that the 150-perggntatio provides a sufficient cushion
against external shocKks.

The amount of debt relief is determined in NPV teisuch that the NPV debt-to-
export ratio would be 150 percent at the eDP. Tdteahratios of the years following the
eDP may be quite differeAtdence, the enhanced framework was clarified irteSeper
2001 to allow a so-called "topping-up" of debt eélat the completion point, if the 150
percent NPV debt to export target ratio has beedeat significantly due to exogenous
shocks, though additional bilateral debt relief d®y what is required under the HIPC
Initiative is taken into accoufitAs of end-April 2005, HIPC debt relief had beepped-
up for Burkina Faso, Ethiopia, Niger, and RwandaurFAfrican completion point HIPCs
(Mauritania, Mozambique, Tanzania, and Uganda)nditibenefit from any topping up
because they reached their completion points betioeepolicy for topping up was
implemented. There is no possibility to top-up HI&&bt relief once a HIPC has reached

4 As under HIPC-1, HIPC-2 considers the provisiondebt relief under a fiscal window, as long as a
country has both (a) an export-to-GDP ratio of at le@gte3cent (lowered from 40 percent under HIPC-1)
and (b) a government revenue-to-GDP ratio of at least T®ipeflowered from 20 percent under HIPC-1),
whereby it is assumed that a country’s debt is sustarftie NPV debt-to-government revenue ratio is
around 250 percent (lowered from 280 percent under HIPOWf).of the 23 African HIPCs that have
reached the enhanced decision point by end-April 2005, Gfigna, Mauritania, and Senegal have
qualified under the fiscal window.

® For example, it was expected at Rwanda’s enhanced decisidnthairthe NPV debt-to-export ratio at
end-2003 would be 193 percent. However, based on the anatytsie Completion Point in April 2004, it
turned out to be 326 percent.

® The additional bilateral debt relief, beyond of what is remglito be provided under the HIPC Initiative, is
based on some industrialized countries’ promise to pralfepercent bilateral debt relief following the
enhanced completion point.



its completion point, even though external factoesy result in debt ratios far above the
150 percent target, as is most clearly the casaJf@nda. The remaining six African

completion point countries (Benin, Ghana, Mali, Mgdscar, Senegal, and Zambia) did
not meet the conditions for topping-up as additidniateral debt relief was expected to
keep the projected debt ratio below the target rati

Table 1 provides the details on the classificatbAfrican countries with regards
to the HIPC Initiative, the eDP dates, the NPV dafd debt reductions, as well as data
on six key debt ratios. While the average$ the various groups reflect the degree of
indebtedness of these groups, the country-spetgtiails provided in the Table show that
there are considerable differences across coungves within a specific group.

The HIPC framework does not determine how the warioreditors provide their HIPC
debt relief; it just determines the NPV debt rechrt. NPV debt reductions have been provided
through reductions and cancellation of debt ser{ibe later especially once the enhanced
Completion Point has been reached) and throughetheheduling of debt service (which even
though it provides only a temporary reduction ifbtdservice payments, it implies generally a
NPV debt reduction). The cumulative reduction imial debt service to be provided under the
enhanced HIPC Initiative (mostly over about 20 g&w the 23 African HIPCs that have reached
the eDP by April 2005, is estimated to amount tarlyeUS$45 billion, of which an estimated
US$8.2 have been provided until the end of 200guie 2 shows the debt service payments of
these 23 African HIPCs before and after taking HtRe®Gt relief into account.

Figure 2: Debt Service of 23 African HIPCs
1985-2007 (mil. US$)
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before/without HIPC debt relief - - - - after HIPC debt relief

Source: Authors’ estimates based on April 2005 HIPC Pregteeport and HIPC-1
Completion Point documents for Mozambique and Ugand

" Averages provided in all Tables are weighted by the purhasiwer parity (PPP) based GDP.
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Table 1: Net Present Value (NPV) Debt, HIPC Debt Reduction, and Key
Debt Ratios in Africa

2000-2002 averages

HIPC NPV
Date of Debt Debt Debt NPV Debt-  Debt
enhanced NPV Reduction NPV  Service- NPV  Service- to- Service-to-

decision Debt (incl. toping Debt-to- to-GNI Debt-to- to-XGS Revenue Revenue
Country Name point (2000) up) GNI (%) (%) XGS (%) (%) (%) (%)
I._HIPCs (that reached the enhanced DP by Dec. 2000
BENIN Jul 2000 808 265 34 2 131 10 209 15
BURKINA FASO Jul 2000 676 553 22 2 194 14 193 14
CAMEROON Oct 2000 5,463 1,260 58 5 193 16 298 25
GAMBIA, THE Dec 2000 262 67 67 4 97 7 431 28
GUINEA Dec 2000 1,803 545 51 4 197 16 469 37
GUINEA-BISSAU Dec 2000 510 416 231 10 781 33 1,390 58
MADAGASCAR Dec 2000 2,311 836 48 2 179 8 451 20
MALAWI Dec 2000 1,551 643 77 3 273 9 416 14
MALI Sep 2000 1,443 539 53 3 144 9 304 19
MAURITANIA Feb 2000 1,625 622 131 8 324 20 573 34
MOZAMBIQUE Apr 2000 1,446 2,023 30 2 115 9 224 17
NIGER Dec 2000 1,080 664 45 1 268 8 495 15
RWANDA Dec 2000 664 695 35 1 432 16 348 13
SAO TOME & PRINCIPE Dec 2000 101 97 236 11 596 27 967 43
SENEGAL Jun 2000 2,344 488 51 5 150 13 281 25
TANZANIA Apr 2000 1,485 2,026 16 2 102 11 148 16
UGANDA Feb 2000 1,077 1,003 19 1 108 6 175 10
ZAMBIA Dec 2000 4,079 2,499 126 6 395 20 626 31
Sum of NPV Debt / Average of Ratios 28,727 15,241 46 3 185 12 318 21
Il._HIPCs (that reached enhanced DP by April 2004
CHAD May 2001 635 170 39 2 222 9 537 22
CONGO, DEM. REP. OF Jul 2003 10,890 6,311 219 6 980 30 3,455 76
ETHIOPIA Nov 2001 2,805 1,982 48 2 303 14 270 12
GHANA Feb 2002 3,886 2,186 66 5 155 13 401 35
SIERRA LEONE Mar 2002 862 600 119 8 872 60 1,025 70
Sum of NPV Debt / Average of Ratios 19,078 11,249 95 4 372 17 694 32
lll.__HIPCs (that have not vet reached enhanced DP)
BURUNDI 670 98 3 1,472 48 499 16
CENTRAL AFRICAN REP. 559 62 1 570 9 576 10
COMOROS 167 81 1 528 10 606 10
CONGO, REPUBLIC OF 4,600 229 3 188 2 544 6
COTE D IVOIRE 11,159 345 (orig.) 99 8 212 17 560 44
LIBERIA 1,971 477 0 1,445 1 n.a. na.
SOMALIA 2,304 n.a. n.a. n.a. n.a. n.a. n.a.
SUDAN 14,920 133 0 575 2 1,027 3
TOGO 1,018 83 2 210 5 593 14
Sum of NPV Debt / Average of Ratios 37,367 135 4 341 9 799 21
IV. Other African countries
ALGERIA 24,366 45 9 114 22 113 22
ANGOLA (sustainable HIPC) 9,064 133 20 121 18 218 31
BOTSWANA 352 7 1 11 2 16 3
CAPE VERDE 210 41 3 91 7 195 14
DJIBOUTI 177 33 2 85 5 n.a. n.a.
EGYPT 24,897 26 2 124 9 133 10
EQUATORIAL GUINEA 200 52 1 6 0 64 2
ERITREA 178 31 1 158 4 132 4
GABON 3,826 89 10 108 12 316 36
KENYA (sustainable HIPC) 4,761 42 5 150 16 188 20
LESOTHO 460 41 6 78 12 135 21
LIBYA na. n.a. n.a. n.a. na. n.a. na.
MAURITIUS 1,653 37 7 58 11 199 36
MOROCCO 15,545 46 9 110 21 181 34
NAMIBIA na. n.a. n.a. n.a. na. n.a. na.
NIGERIA 31,116 84 5 144 9 163 10
SEYCHELLES 206 39 2 43 3 97 6
SOUTH AFRICA 24,168 20 4 64 11 87 16
SWAZILAND 285 22 2 24 2 90 8
TUNISIA 10,556 57 8 110 15 219 30
ZIMBABWE 3,716 62 4 184 10 184 11
Sum of NPV Debt / Average of Ratios 155,738 38 5 101 13 136 17
AFRICA (Sum / Average) 240,910 26,490 47 5 129 13 182 18



Given that the HIPC framework requires that eligibllPCs adopt a poverty reduction
strategy, an implicit condition for HIPC debt rélleas been that debt service savings due to the
HIPC Initiative are spent on pro-poor social ses&pending, mostly targeting primary education
and health services for the poor. This increassoitial sector spending is expected to reduce
poverty and to stimulate growth, at least in thegléerm, though critics have pointed out that a
much broader development strategy is needed toceedaverty and to stimulate growth in a
more sustainable way, including the elimination afrrent structural problems that have
contributed to Africa’s high indebtedness.

[I.3. Developments Since the Adoption of HIPC-2

The period since the adoption of the enhanced frariehas been characterized
by three major developments. First, evidence han beounting that even HIPC-2 is
insufficient to provide any reasonably defined deltainability. Hence, in April 2001,
the International Monetary Fund (IMF) and the Intgronal Development Association
(IDA) issued a joint paper (IMF and IDA, 2001) tlratognized for the first time that the
HIPC Initiative might not achieve long-term debstinability. The paper acknowledged
explicitly that the NPV debt-to-export ratio wasojgcted to remain above 150 percent
for 10 years or more for at least 2 African HIP®&alawi and Niger). Recognizing that
many HIPCs might not have achieved debt sustaibhahafter having reached the
enhanced HIPC completion point, the IMF and Wor&hB have started to shift the task
of achieving debt sustainability away from the HIR@tiative towards the Poverty
Reduction Strategy Paper (PRSP) framework, “withimch the authorities should seek
to maintain a sustainable debt burden.” Furthermnthve adjusted goal of the HIPC
Initiative was cemented in a new language, statiag)“the HIPC Initiative is designed to
deal with (...) the existing stock of debt (...) at imem point in time” and “debt relief
under the HIPC Initiative provides a basis, but gwarantee, for long-term debt
sustainability in HIPCs®

Second, in spring 2005, the IMF and World Bank iempénted a new debt
sustainability framework for low-income countrieghich seeks to ease the debt
sustainability challenge by providing guidance @wrending to low-income countries
whose main source of financing are official loahke framework has been developed
with the intention to better monitor and preverd tttcumulation of unsustainable debt
and will guide IDA grant allocation and lending @&ens by providing a more
systematic basis for analyzing debt sustainabifiyospects, including individual
countries’ current and prospective ability to seevdebt. By providing guidance to both
lenders and borrowers on new lending/borrowinggiens the new framework intends to
help low-income countries achieve their developmebjectives while maintaining
sustainable levels of debt (see Box 1 for furthetiails). The African Development Fund
is also in the process of basing its lending dension the new debt sustainability
framework.

8 See IMF and IDA (2002), pages 32 and 39, respectively.

7



Box 1: The IMF and World Bank’s New Debt Sustainahlity Framework
The debt sustainability framework is a “forward kow” approach that aims to guide
borrowing and lending decisions for low-income cii@s on terms that allow borrowing
countries to devote resources toward achievingtB&s, while also staying within their means
to repay loans. By accounting each country’s djgecircumstances, the framework tries to help
borrowing countries balance their need for fundthwiheir current and prospective ability to
repay their debts. Linking a country’s borrowingtgnmtial to its current and prospective ability|to
service debt should help countries avoid accummgagxcessive debts.
This approach puts responsibilities on both, boemand creditors. The low-income
countries that seek new loans are responsible fantaining debt sustainability. They muyst
develop and strengthen policies and institutiorsd #nhance their capacity to manage debt|and
reduce their vulnerability to exogenous shocks irsgdgrom international trading conditions to
natural disasters. Among other things, they waléd to: keep new borrowing in step with their
capacity to repay loans, diversify exports, anddbup foreign exchange reserves.
Creditors and donors, for their part, need to cahensively review long-term debt
projections, which incorporate forward-looking arsdé and account for possible shocks.
Potential creditors and donors should also congiiéng additional resources in the form |of
grants and/or highly concessional loans for lowsime countries with high levels of debt distress
to reduce the possibility that these are countoesxperience debt distress. Creditors and dohors
also need to explore options that can help limatgbtential impacts of adverse exogenous shocks
or help low-income countries cope with them.

—

Source: World Bank, Debt Departmertittp://www.worldbank.org/

Third, following some disagreement and a long dismn within the G8 on a U.K.
proposal to also provide 100 percent debt reliefranitilateral debt, an agreement has finally
been reached at the G8 Finance Ministers’ Meetmdume 11-12, 2005The agreement, which
applies to countries that have reached their HIR®n@etion Point, recognized that HIPC
Completion Point countries continued to being fdrte choose between servicing their debts and
making the investments in health, education ancgstfucture that would allow them to achieve
the MDGs"°

II.4. Linking Trade and Development with Debt and Debt Sustainability

The issues of trade and development are closebcised with the issues of debt
and debt sustainability. The accumulation of Afigcdebt reflects the fact that most
African countries have consistently imported mdrant they exported (invested more
than they saved), and hence have borrowed fromadbim bridge their financing gaps.
The persistence of this pattern led to accumulatbrdebt and to debt repayments
problems.

While the HIPC Initiative has led to marked redantin Africa’s debt indicators
in recent years, the pattern of Africa’s trade #@sdspecialization in primary product

°® While the agreement of the G-8 Finance Ministers applies gtsptaking only to three multilateral
financial institutions, the African Development Fund (ADfe World Bank’s concessional lending arm
(IDA), and the IMF, these three institutions amount toual®0 percent of the African HIPCs’ multilateral
debt. Sedttp://www.g8.gov.ukfor the detailed statement of the G-8 Finance Ministers.

19 See Section 9.4 of the Report of the Commission fac&f{2005) and Recommendation 7 of the UN
Millennium Project (2005) Report for more details.
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exports pose serious conceptual questions to tigeterm debt sustainability of African
HIPCs, largely due to two factors.

First, there is a threat of external shocks to shstainability of the HIPC
initiatives. Falling prices of primary exports halerge negative effects on external
indebtedness directly through the transfer of vireaffect and through increasing the
domestic currency equivalents of such debts, asasehdirectly through increasing debt
service ratios. A fall in debt service ratios temolgurther impose a downward pressure
on commodity prices when debtor countries attengptexport more of the same
commodities for meeting debt service obligationshaut having to cut back imports.
This effect is stronger the lesser the expendibfirreditor countries, which receive debt
repayments on the exports of the indebted Africamntries (see African Development
Report 2004). The attempt by debtors to export nadfects the terms of trade of all
developing countries to the extent that they exponilar commodities. There is also the
tendency towards currency devaluation, which wdbalirectly lower the terms of trade.
African countries that depend on primary commoditseem to be caught in a vicious
circle where currency depreciation encourages dbensspply of the same primary
commodities and reduces the prices of primary codities still further, so that foreign
exchange earnings may not improve, leading to éurtimdebtedness, pressure for
currency depreciation and so on.

A second factor relates to the trade-economic droméxus. To illustrate this
factor, it can be argued, in the extreme case, dhgtpoor country can achieve ‘debt
sustainability’ by curbing its imports, debt repagmh, and foreign borrowing to levels
that are compatible with its low export earningshi/ such a policy can achieve
‘sustainability’ because it shuts down the soutbes raise debt levels, the price of such
practices would be to condemn the country to everet growth rates and an increased
incidence of poverty. Clearly, debt sustainabiltyst be defined in ways that allow
African countries to realize their targeted devetept objectives by expanding their
investment beyond the limits permitted by their @xgarnings, i.e., by borrowing from
abroad. The important point however is that—uniikéhe past—this borrowing must be
used to alter the pattern of trade to generatdacsuit foreign exchange earnings for
future debt repayment.

Looking specifically at the debt-to-export indicgtéhe debt sustainability of
HIPCs depends on the change in three basic det@ntsir- two related to the numerator
and one related to the denominator. In the numerdbe first determinant is the
financing gap, which determines the level of boirmvand the rate of change in the
stock of debt given the level of export earningse Tinancing gap itself depends on a set
of important variables including economic growthdasocial development targets,
investment requirements to achieve those targetshenavailability of domestic savings.
The second determinant in the numerator is thel le&oncessionality of any new
external borrowing. In the denominator there iscgkgrowth and there are short-term
and long-term factors affecting this growth, suskhlee terms of trade, world demand and
the diversification of export baskets.



The conceptual challenges facing the issue of slesttainability as related to the
nexus of trade, growth and poverty reduction casuremarized as follows:

« The Challenge of Development Targeting.The yardstick for determining
sustainability is some arbitrary ratio of debt t@erts with no apparent link to
any quantifiable developmental outcomes, such hgaag a given growth rate
or socio-economic targets such as the MDGs. Intahell, the accumulation of
foreign indebtedness in the case of many Africaimtrges is related partly to the
structure of their economies and, partly to the meann which the borrowed
funds are contracted and utilized.

* The Challenge of Graduating from Aid Dependency toSelf-Sustainability
and Private Sector Flows There is no clear policy mechanism in HIPC
arrangements to ensure that poor countries escapethe debt trap. The funds
released by HIPC programs are essentially usednemde investment in the
social sector, which does not generate foreign @&xgé earnings directly or in the
short run.

Chapter IlI: Methodology

In this paper we attempt to measure the impact|®fCHon growth and poverty
reduction and show that these might be eroded Igrideation in the terms. We will
attempt to demonstrate that unless debt relie$ésleffectively to boost Africa’s exports
relative to its imports or attract more private itap the debt problem will re-emerge if
Africa attempts to grow at rates higher than itéabee equilibrium growth rate. The
methodology used in this paper to assess and centipaimpact of debt service savings
as well as of ToT shocks on real GDP growth rafeslIBCs is based on a variety of
work that all has its theoretical foundation on rMaall (1979). Thirlwall's key
proposition is that the long run rate of econonmiavwgh (y) of any developed country is
equal to the growth rate of the volume of its exp@E) divided by its income elasticity
(r) of demand for imports (M), i.e., y =&/ Though the proposition continues to be
detailed and elaborated, it has over the yearsrbedo be known as Thirlwall’'s Law.
The basic implication of Thirlwall’'s Law is that ithe long-run, no country can grow
faster than the rate consistent with the balangapments equilibrium.

Thirlwall's Law has then been extended by Thirlwafid Hussain (1982) to be
applicable to developing countries (i.e., to in€udapital flows and terms of trade
effects), which is also known as the extended HasBairlwall (H-T) model. While the
extensions of the H-T model captured the key elésneontributing to long-run growth
in developing countries during most of the 19603 4870s, it ignored the impact of debt
service payments. Following the sharp accumulatfotebt during the 1970s and 1980s,
debt service payments become more and more a seomigraint for developing
countries’ growth. Hence, an extension to the H-ddet by Elliott and Rhodd (1999)
allows taking debt service payments into accoumtluding this extension to the H-T
model, the country-specific real GDP growth ratgdgn be measured by the following
expression:
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= e * E’”?”” (py —e—p)+ B Py +€z) |- ?(pf +e) |- ?(d+e) + Ek
r=laal (57 7] (0@ ra)-[Ta)+[R

whereby

i) capital letters (C, D, E, M, R, and T) stand fimminal values of variables:

total capital inflows,

total debt services payments (principal +nesé),

total exports (goods services and transferpede

total imports (goods and services ptassfer payments),

total receipts as the sum of total exports phjstal inflows (C),
total payments as the sum of total imports phtal debt service;

-0 MO0

i) lower case letters (d, e, k, p, y and z) sthordrates of parameters:

d = rate of change of debt sery@),

e = rate of change in the exchange rate (domeste pf foreign
currency),

k = rate of growth of capital inflows (C),

Pd = rate of change in domestic prices (export pricetomestic
currency),

P = rate of change in foreign prices (import priges)

z = rate of growth of world income;

iii) Greek letters 1, Y, €, andn) stand for elasticities:

price elasticity of demand for exports,

price elasticity of demand for imports,
income elasticity of demand for exports, and
income elasticity of demand for imports.

Qames

The beauty of the model is that it reflects theefimost crucial components
boosting (or hindering) economic growth in devehgpicountries. The first part
[T/(M7)(E/R n+M/T )(ps-e-p)] represents the ToT effect, the second part [T)(M
(E/R) (u + €2)] represents the domestic price and export efteet third part -[T/(M)
(M/T) (pr + €)] represents the devaluation and importedhtiafh effect; the fourth part -
[T/(M=) (D/T) (d + e)] represents the debt service effant the fifth part [T/(M) (C/R)

k] represents the capital flows effect. The ToTeeffand capital flows effect can be

either positive or negative. The domestic price argort effect are generally positive,

while the devaluation and imported inflation effastwell as the debt service effect have
a negative impact (as is already reflected expficit the minus sign in front of these

terms).

While the calculation of the impact of debt servpayments and of the ToT is
straightforward from the first and fourth comporeeat the above growth equation, some
explanations are needed for the methodology on twowalculate the impact of either
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effect on poverty. It might be possible to extehd tnodel further to derive a formal
presentation of the impact each growth componest dra poverty, however for not

complicating matters, we use the poverty elastioftgrowth* to measure the impact of
debt relief on poverty. The same methodology igéetbfor the impact of changes in the
terms of trade on poverty. In other words, we rpliitthe poverty elasticity by the effect
debt service has on growth to get the impact ot debvice on poverty. Similarly, we

multiply the poverty elasticity by the effect theT have on growth to get the impact of
the ToT on poverty.

As Thirlwall's Law states, no country can grow &sin the long-run than the rate
consistent with the balance of payments equilibritmee H-T model has been developed
to provide estimates for the long-term growth raiésleveloping countries. The longer
the time period under consideration, the betterdiselts. This is especially important to
keep in mind for Africa, where highly volatile cégdiflows can easily lead to distortions.
Hence, the model is not supposed to be used foeshieation of short-term growth
rates, and thus, it would not be appropriate toaleulate the growth rates for the short
time period since HIPCs have received enhanced HIEXE relief. The difference in real
GDP growth rates before and after the HIPC Initeats generally also due to many other
factors. To assume that the change in the real @DWth rates are all due to HIPC debt
relief would imply a significant overestimation. e, the methodology used to estimate
the impact of debt service savings is not based mtalculation of the real GDP growth
rates (y), but based on the change in country-Bpeatgbt service effects due to the new
D/T ratios and the change in the debt service pei@ngd).

Given that we require a minimum of three yearsofsihg the eDP to make a
reasonable comparison before and after the HIP@tine, we have excluded the five
African HIPCs (Chad, the Democratic Republic of Gor{DRC), Ethiopia, Ghana, and
Sierra Leone) that have reached the eDP after Deeer®000. For the two HIPCs
(Mozambique and Uganda) that have received HIPQ slatvice reductions before year
2000 (based on debt relief provided under HIPGaE) have added the 1999 HIPC debt
service savings to the actual debt service payn@ni®99 to reflect the situation as it
would have been if these two countries would neeh@ceived any HIPC debt relief in
1999. This implies that the time for the comparibefore and after the HIPC Initiative is
the same for all 18 African HIPCs that have reactierd enhanced decision point by
December 2000.

The 18 African HIPCs, which have reached the eDRG00, have reached the
eDP in different months, ranging from February tecBmber (see Table 1). Hence, debt
service and debt service savings for year 200thatecomparable to each other across
countries. While a pro-rating based on the eDP moviduld have been one option to
make the year 2000 data comparable, there wereeaast initially—also differences in
the time it took to provide enhanced debt religig dhus, we have decided to always
exclude year 2000. That is, we have used the pefid®85-1999 for the calculation of

M The poverty elasticity of growth tells us by how muckigrty decreases if real GDP grows by one
percent. The data for the poverty elasticities have been takerafr internal collection of the African
Development Bank.
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the GDP growth rate before the HIPC Initiative, &imel three-year period of 2001-03 for
the calculation of the effect from HIPC debt seevsavings.

Nominal variables (C, D, E, M, R, and T) are alwagdculated based on the
specific time period under consideration, i.e.adabm 1985-99 has been averaged for
the nominal variables before the HIPC Initiativeydadata from 2001-03 has been
averaged for the nominal variables after the HIRi@altive. However, given that three
years cannot be considered to be sufficient forctleulation of some parameters and
elasticities, all elasticities, the exchange ratmameter (e), the capital flow parameter (k),
and the world income parameter (z) are based ob-298data. The actual change in
these elasticities and parameters is in any casthabcrucial for our purpose, as we are
interested in the comparison of two effects:

a) the impact of changes in debt service (due to th&CH which is reflected in

changes of parameter (d); and

b) the impact of ToT shocks (following the enhanced,D#hich is reflected in

changes of parameterg pnd p.

Hence, we have calculated these three criticalnpaters (before and after HIPC)
as follows:

a) dvefore Hipc (the rate of change of debt service before tHeCHInitiative) is based
on the average annual change in debt service pagrirem 1985-1999;

b) daser Hipc (the rate of change of debt service after the HiRtiative) is based on
the actual average debt service savings due tdifP€ Initiative for 2001-2003;

C) Pd before HiPc &N P pefore HiPc (the change in domestic and foreign prices betoee
HIPC Initiative) is based on average annual changedomestic and foreign
prices from 1985-1999; and

d) pg after Hipc @Nd P after Hipc (the change in domestic and foreign prices after t
HIPC Initiative) are based on the average changései ToT during 2001-2003.

Chapter IV: Interpretation of Results

IV.1. Impact of Debt Service on Growth and Poverty

The results of the impact of debt service on groarld poverty are provided in
Table 22 The first column shows the predicted effect of tdsérvice on growth, the
second column shows the sum of the other four &ffecthe model on growth. Column
3, which is the sum of the first two columns, pa®s the growth rate as predicted by the
model. The actual real GDP growth rate is providethe fourth column. The poverty
elasticity of growth is provided in the fifth columFinally, the effect of debt service on
poverty, which is calculated by multiplying the oty elasticity of growth with the
predicted GDP growth rate, is then provided in ldst column. All results of Table 2

12 Unlike Table 1, which covered 51 of the 53 African countsieswere forced to exclude an additional
seven countries (see footnote of Table 2) due to lackffifisnt macroeconomic data to calculate
especially the elasticities.
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show the effects and growth rates per year, thagraged based on 1985-99 data.
Comparing the predicted growth rate with the actgralvth rate average shows that the
model is overall a good predictor. For the wholébfca, the model predicted an annual
growth rate of 2.6 percent, which compares to amahcgrowth rate of 2.1 percent.

As expected, the effect of debt service on real @Gp&wvth is negative for all
countries. The size of the negative impact varmsdver considerably across countries,
from a negative 0.2 percent for the Comoros to gatiee 11.9 percent for Zimbabwe.
While the overall average for all HIPCs listed e ffirst three sections (see aggregation
on the bottom of Table 2) is (as was expected) tqvwie0) than for the non-HIPCs (-4.4),
the table shows that the effect of debt servicggmwth is—at the country-level—not
always more prominent for HIPCs than for non-HIPTsis can partly be contributed to
the limited eligibility criteria for HIPC debt raf, which is—excluding a few fiscal
cases—limited to the NPV-debt-to-export ratio. Esample, excluding two very highly
indebted, but not-HIPC-eligible countries (Nigedad Zimbabwe) from the group of
non-HIPCs, would result in an average of —3.1 paréer the non-HIPCs. Furthermore,
comparing the levels of six debt ratios provided able 1 with the effect of debt service
on growth in Table 2, shows an overall remarkaldeststency across the four groups.
There also is an overall consistency between tednd the last columns of Table 2, as
the group of HIPCs that have reached the eDP byiber 2000 has the least negative
values for both the effects of debt service on gnoand poverty, even though the
poverty elasticities vary considerably across coesit The same applies for the other
three sub-groups.

Concentrating on the last column of Table 2, walfinnote that the effect of debt
service always increases poverty (as the alwaysiymmsalue indicates) and this directly
follows from the negative impact of debt servicegpowth. The model predicts that debt
service increased poverty in Africa by 5.4 pergatannum, with a marginal difference
between HIPCs (and non-HIPCs. However, as wasdke previously, the results vary
largely across countries, ranging from a less thalha percent (for Chad, the Comoros,
Gabon, and Namibia) to more than 10 percent (fayeAh, Cote d’lvoire, Ghana,
Nigeria, and Sierra Leone). Looking at such highuah averages, we obviously need to
keep in mind that the effects reported in the tadéimn of Table 2 are the net predicted
effects of debt service on poverty; there obvioustg many other factors that have
contributed to poverty reduction. We are also fallyare that the simple multiplication of
the effect on growth by the poverty elasticity l/musly not an accurate measure for the
impact of debt service on poverty. Yet, given thatapply the same methodology when
we analyze the impact of ToT shocks on poverty,réseilts are at least indicative and
comparable. Finally, looking at the relatively |@ffects of debt service on poverty for
the first group of HIPCs (averaging 2.8 percentgpaium), we need to keep in mind that
most of these HIPCs receive considerable amountsaditional debt relief that is not
taken into account, as we just look at the imp&a¢ti®C debt relief.
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Table 2: The Effect of Debt Service on Real GDP Growth and Poverty in Africa

(per annum, 1985-1999 averages)*/
Predicted Predicted Predicted
Effect of Debt Other Predicted Actual | Poverty Effect of Debt
Service on  Effects on Growth Growth @ Elasticity Service on

Country Name Growth Growth Rate Rate | of Growth Poverty
(A) (B) (C=A+B) (D) (E=C*D)
I. HIPCs (that reached the enhanced DP by Dec. 2000)
BENIN -1.3% 5.2% 3.9% 3.4% -1.12 1.4%
BURKINA FASO -1.9% 9.9% 8.0% 6.0% -0.69 1.3%
CAMEROON -1.6% 0.9% -0.7% 0.5% -0.38 0.6%
GAMBIA, THE -0.8% 1.2% 0.4% 3.8% -0.88 0.7%
GUINEA -7.1% 8.4% 1.3% 4.3% -0.38 2.7%
GUINEA-BISSAU -2.1% 1.0% -1.1% 1.7% -0.38 0.8%
MADAGASCAR -3.4% 4.9% 1.5% 1.9% -0.80 2.7%
MALAWI -4.3% 6.3% 2.0% 3.5% -0.52 2.2%
MALI -2.4% 7.9% 5.5% 4.8% -0.56 1.4%
MAURITANIA -1.4% 6.5% 5.1% 3.4% -1.57 2.2%
MOZAMBIQUE -6.7% 9.8% 3.1% 5.6% -0.52 3.5%
NIGER -0.9% 5.4% 4.5% 2.7% -0.56 0.5%
RWANDA -3.8% 5.7% 2.0% 1.8% -0.38 1.4%
SAO TOME & PRINCIPE -4.0% 3.8% -0.3% 1.2% -0.38 1.5%
SENEGAL -3.3% 3.7% 0.4% 3.0% -1.96 6.4%
TANZANIA -7.9% 11.9% 4.0% 3.8% -0.81 6.4%
UGANDA -3.6% 6.8% 3.2% 5.3% -1.04 3.8%
ZAMBIA -10.1% 10.5% 0.4% 0.3% -0.42 4.2%
Average (PPP weighted) -4.1% 6.5% 2.4% 3.3% -0.75 2.8%
II. HIPCs (that reached enhanced DP by April 2004)
CHAD -0.3% 2.8% 2.5% 1.0% -0.38 0.1%
ETHIOPIA -8.8% 12.0% 3.1% 3.3% -0.67 5.9%
GHANA -6.7% 10.1% 3.4% 4.3% -2.40 16.0%
SIERRA LEONE -10.6% 7.2% -3.4% -1.4% -1.12 11.9%
Average (PPP weighted) -7.4% 10.3% 2.8% 3.3% -1.36 9.8%
Ill.  HIPCs (that have not yet reached enhanced DP)
BURUNDI -2.1% 4.5% 2.4% 1.8% -0.38 0.8%
COMOROS -0.2% 3.3% 3.1% 2.7% -0.94 0.2%
CONGO, REPUBLIC OF -1.7% 5.4% 3.7% 3.4% -0.38 0.6%
COTE D IVOIRE -5.6% 7.4% 1.8% 3.1% -1.79 10.1%
TOGO -0.7% 3.4% 2.7% 2.8% -1.12 0.8%
Average (PPP weighted) -4.0% 6.1% 2.2% 2.9% -1.37 6.5%
IV. Other African countries
ALGERIA -8.1% 11.0% 2.9% 2.4% -1.57 12.7%
BOTSWANA -1.2% 8.4% 7.2% 7.2% -0.52 0.6%
CAPE VERDE -1.3% 3.9% 2.6% 2.1% -1.12 1.5%
EGYPT -3.8% 8.6% 4.9% 4.0% -1.57 5.9%
EQUATORIAL GUINEA -6.1% 16.5% 10.4% 14.0% -0.38 2.3%
GABON -0.7% 2.1% 1.5% 0.9% -0.38 0.2%
KENYA (sustainable HIPC) -2.6% 6.4% 3.7% 0.9% -1.40 3.7%
LESOTHO -0.9% 6.2% 5.3% 4.8% -0.52 0.5%
MAURITIUS -1.8% 10.7% 8.9% 8.8% -0.94 1.7%
MOROCCO -4.7% 8.7% 4.0% 3.4% -1.57 7.4%
NAMIBIA -0.6% 5.4% 4.7% 4.4% -0.52 0.3%
NIGERIA -10.4% 12.2% 1.8% -1.7% -1.16 12.0%
SEYCHELLES -1.9% 9.3% 7.4% 4.3% -0.94 1.8%
SOUTH AFRICA -1.8% 2.7% 0.9% 0.6% -0.52 0.9%
SWAZILAND -1.4% 8.1% 6.7% 7.2% -0.61 0.9%
TUNISIA -2.0% 5.5% 3.5% 3.5% -1.57 3.1%
ZIMBABWE -11.9% 15.1% 3.2% 0.5% -0.52 6.1%
Average (PPP weighted) -4.4% 7.1% 2.7% 1.8% -1.07 5.4%
14 Afr. Compl. Point HIPCs (PPP w.) -5.6% 8.8% 3.3% 3.8% -1.08 5.9%
All African HIPCs (PPP w.) -5.0% 7.5% 2.5% 3.2% -1.00 5.3%
Africa (PPP weighted) -4.5% 7.2% 2.6% 2.1% -1.06 5.4%

Note */: Angola, the Central African Republic (CAR), the Democratic Republic of Congo (DRC), Djibouti, Eritrea, Liberia, Libya, Somalia,
and Sudan are excluded due to lack of data. of these nine excluded countries, the DRC reached the enhanced decision point in July 2003;
Angola, Djibouti, Eritrea, and Libya are considered sustainable without requiring HIPC debt relief; the CAR, Liberia, Somalia, and the Sudan
remain to be considered under the HIPC Initiative.
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IV.2. Impact of 100 Percent Debt Relief

By reversing the sign of the values in the firsd gast column of Table 2, Table 2
can also be interpreted as providing the benedite €ountry would get from 100 percent
debt relief, as with 100 percent debt relief, debtvice would be zero, and thus, the
effects of debt service would also be zero. Ob\iguhis exercise should be applied
mainly to HIPCs, and especially to those that heasched the enhanced completion
point, as the proposed 100 percent debt reliefskakly in once a country has reached
the enhanced completion point. Taking the weiglaeerage of the 14 African HIPCs
that have reached the enhanced completion pointnayMay 2005, our calculations
(shown in the bottom of Table 2) show that—othandghk being equal—real GDP growth
is estimated to increase in the average by 5.6epener year due to 100 percent debt
relief, while poverty would decrease by 5.9 perqamtyear.

IV.3. Impact of HIPC Debt Relief on Growth and Povety

We now move to look at the results displayed inl@al3 to 5. Table 3 provides
the effects of debt service on growth (first the@umns) and on poverty (last three
columns). Columns 1 and 4 show the effects befoeeiPC Initiative. Columns 2 and 5
show the effects after HIPC debt relief. The tlardl the six columns show, respectively,
the net increase in real GDP growth and the natatezh in poverty, both due to HIPC
debt relief. The last row of the third column shavat on average (for the 18 HIPCs),
HIPC debt relief has contributed to real GDP growth2.9 percent per year. Though
there are some variations across countries, tlsesdwiays a net increase in real GDP
growth due to HIPC debt relief, varying betweeniaimal 0.8 percent (for the Gambia)
to a maximal 6.0 percent (for Tanzania). The otiwey countries in which the HIPC
Initiative had a large impact on real GDP growté &uinea and Zambia. A considerable
part of these differences are attributable to d¢mtale differences and differences in
institutions across countries, i.e., how effectaveountry has made use of HIPC debt
relief.

Looking at the impact of the HIPC debt relief orvedy reduction (the last three
columns of Table 3), it is once again the case #flatountries display a positive net
impact, ranging between a high 5.1 percent anmaghlation in poverty (for Senegal) to a
low 0.3 percent annual reduction in poverty for &tigGiven the differences in poverty
elasticities across countries, it is only normattthe countries that benefited most from
the HIPC debt relief in terms of real GDP growtle aot necessarily the countries that
benefited most in terms of poverty reduction. Hoerewt is still the case that the three
countries with the highest impact on real GDP glohdve also experienced a more than
average reduction in poverty. The three countieg benefited most from HIPC debt
relief in terms of poverty reduction are Senegal (®ercent per annum), Tanzania (4.9
percent per annum), and Uganda (3.1 percent peunganThe four countries that
benefited the least in terms of poverty from HIR&drelief are Cameroon, the Gambia,
Niger, and Sao Tome & Principe (with an effect bel@d.5 percent per year for each of
these four countries).
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Table 3: Net Increase in Real GDP Growth and Net Reduction in Poverty due to the HIPC
Initiative in Africa (2001-03 averages)

Effect of Debt Service on Growth Net Increase Effect of Debt Service on Poverty
in Real GDP Net Reduction
Growth due in Poverty due
Before the HIPC After the HIPC to the HIPC Before the HIPC After the HIPC to the HIPC
Country Name Initiative (1985-99) Initiative (2001-03) Initiative Initiative (1985-99) Initiative (2001-03) Initiative
BENIN -1.3% -0.4% 0.9% 1.4% 0.5% 1.0%
BURKINA FASO -1.9% -0.9% 1.0% 1.3% 0.6% 0.7%
CAMEROON -1.6% -0.4% 1.1% 0.6% 0.2% 0.4%
GAMBIA, THE -0.8% -0.4% 0.4% 0.7% 0.4% 0.4%
GUINEA -7.1% -1.6% 5.5% 2.7% 0.6% 2.1%
GUINEA-BISSAU -2.1% -0.7% 1.4% 0.8% 0.3% 0.5%
MADAGASCAR -3.4% -0.6% 2.8% 2.7% 0.5% 2.2%
MALAWI -4.3% -2.3% 2.1% 2.2% 1.2% 1.1%
MALI -2.4% -0.8% 1.6% 1.4% 0.4% 0.9%
MAURITANIA -1.4% -0.6% 0.8% 2.2% 0.9% 1.3%
MOZAMBIQUE -6.7% -2.2% 4.5% 3.5% 1.1% 2.3%
NIGER -0.9% -0.3% 0.6% 0.5% 0.2% 0.3%
RWANDA -3.8% -2.1% 1.7% 1.4% 0.8% 0.7%
SAO TOME & PRINCIPE -4.0% -3.1% 1.0% 1.5% 1.2% 0.4%
SENEGAL -3.3% -0.7% 2.6% 6.4% 1.3% 5.1%
TANZANIA -7.9% -1.9% 6.0% 6.4% 1.5% 4.9%
UGANDA -3.6% -0.7% 3.0% 3.8% 0.7% 3.1%
ZAMBIA -10.1% -4.2% 5.9% 4.2% 1.8% 2.5%
Average (PPP weighted) -4.1% -1.2% 2.9% 2.8% 0.8% 2.2%

IV.4. Impact of Changes in the ToT on Growth and Pwerty

Similar to Table 3, Table 4 shows the impact ofngjes in the ToT on growth
and poverty. We have kept the format between Teblasd 4 identical to make it easier
to read the results. Hence, as was the case ire Tald positive value in the first three
columns implies a positive impact on real GDP ghgwind a negative number in the last
three columns indicate an increase in poverty. Gitt&at some HIPCs experienced an
improvement in the ToT while others experiencedetedoration, Table 4 displays
positive as well as negative numbers in every calum

The values of the first column, which reflect theTTeffect on real GDP growth
during 1985-99, range between a minimal -0.38 p#rffer Zambia) to a maximal 6.16
percent (for Guinea-Bissau), with an average of defcent. The positive average for
1985-99 implies that the average country benefitech ToT changes during 1985-99.
For the second column, which reflects the ToT eéftecreal GDP growth during 2001-
03, the values range between a low -4.7 perceningawBissau) to a high 0.5 percent
(Mauritania), whereby the average amounts to a theg#®.1l percent, reflecting an
overall detrimental impact of the ToT effect duri2@01-03. Taking the difference
between the first two columns reflects the net @ase in real GDP growth due to
changes in the ToT during 2001-03, which is ovestgarly negative, hence, the average
HIPC lost considerably due to recent ToT moveme@sly four countries (Benin,
Madagascar, Senegal, and Zambia) display margimasitive percentages, indicating
that these four countries have experienced a smtlhcrease in real GDP growth due to
recent ToT movements (2001-03).
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Table 4: Net Increase in Real GDP Growth and Net Reduction in Poverty due to Changes
in the Terms of Trade in African HIPCs (2001-03 averages)

Effects of Changes in the Terms of Net Increase | Effects of Changes in the Terms of Net

Trade on Growth in Real GDP Trade on Poverty Reduction in

Growth due to Poverty due

Changes in to Changes in

Terms of Terms of

Country Name 1985-99 2001-03 Trade 1985-99 2001-03 Trade
BENIN 0.00% 0.00% 0.0% 0.00% 0.00% 0.0%
BURKINA FASO 0.87% -0.10% -1.0% -0.60% 0.07% -0.7%
CAMEROON 2.65% 0.46% -2.2% -1.01% -0.18% -0.8%
GAMBIA, THE 3.31% -0.62% -3.9% -2.92% 0.55% -3.5%
GUINEA 4.24% -0.42% -4.7% -1.61% 0.16% -1.8%
GUINEA-BISSAU 6.16% -4.73% -10.9% -2.34% 1.80% -4.1%
MADAGASCAR -0.06% -0.02% 0.0% 0.05% 0.01% 0.0%
MALAWI 1.01% -0.13% -1.1% -0.52% 0.07% -0.6%
MALI 1.89% -0.10% -2.0% -1.06% 0.06% -1.1%
MAURITANIA 2.49% 0.49% -2.0% -3.91% -0.76% -3.1%
MOZAMBIQUE 1.08% 0.13% -1.0% -0.56% -0.07% -0.5%
NIGER 2.80% 0.14% -2.7% -1.57% -0.08% -1.5%
RWANDA 0.84% -0.20% -1.0% -0.32% 0.08% -0.4%
SAO TOME & PRINCIPE 1.07% -0.30% -1.4% -0.41% 0.11% -0.5%
SENEGAL -0.24% -0.01% 0.2% 0.47% 0.02% 0.4%
TANZANIA 4.84% -0.05% -4.9% -3.92% 0.04% -4.0%
UGANDA 1.60% -0.80% -2.4% -1.66% 0.83% -2.5%
ZAMBIA -0.38% -0.02% 0.4% 0.16% 0.01% 0.1%
Average (PPP weighted) 1.9% 0.1% 2.0% 1 1.2% 0.1% 1.3%

The impact of the ToT on poverty, displayed in g three columns of Table 4,
are once again consistent with the impact of th€ do real GDP growth. For example,
all countries experiencing a net decrease in r&f @rowth rates also experienced a net
increase in poverty, though there are differenceselative sizes at the country level,
reflecting differences in the poverty elasticity@ss countries. At the average, poverty
has increased by 1.3 percent per year due to red®rges in the ToT. The three
countries in which poverty increased the most dueetent ToT changes are the Gambia
(3.5 percent), Guinea-Bissau (4.1 percent), andzdmia (4.0 percent). The three
countries at which recent ToT changes had closeito net effect on poverty reduction
are Benin, Madagascar, and Zambia. None of the IPE#l experienced any significant
positive impact on poverty reduction due to redesit changes.

IV.5. Comparison of Net Effects

Finally, Table 5 provides a comparison of the ritgots of HIPC debt relief with
the net effects of changes in the ToT. Like beftwe,first three columns refer to the net
effects on real GDP growth and the last three cokinefer to the net effects on poverty
reduction. The interpretation of the first, secofadirth, and fifth columns of Table 5 is
however different than in same columns of Tables@ 4, as all columns in Table 5 are
net effects. Column three of Table 5 is then sintply sum of the first two columns,
while column six is simply the sum of the fourthddifth column. Given that the details
of columns one, two, four and five have alreadynbeiscussed above, we can limit our
observations to the averages and the new columns.
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Table 5: Comparison of Net Effects of HIPC Debt Relief with Net Effects of Changes in the
Terms of Trade on Growth and Poverty Reduction (2001-03 averages)

Net Effects on Real GDP Growth Net Effects on Poverty Reduction
of both HIPC Debt of both HIPC Debt
of Changes in Relief and of Changes in Relief and
of HIPC  the Terms of  Changes in the of HIPC  the Terms of = Changes in the
Country Name Debt Relief Trade ToT Debt Relief Trade ToT
BENIN 0.9% 0.0% 0.9% 1.0% 0.0% 1.0%
BURKINA FASO 1.0% -1.0% 0.0% 0.7% -0.7% 0.0%
CAMEROON 1.1% -2.2% -1.0% 0.4% -0.8% -0.4%
GAMBIA, THE 0.4% -3.9% -3.5% 0.4% -3.5% -3.1%
GUINEA 5.5% -4.7% 0.8% 2.1% -1.8% 0.3%
GUINEA-BISSAU 1.4% -10.9% -9.4% 0.5% -4.1% -3.6%
MADAGASCAR 2.8% 0.0% 2.9% 2.2% 0.0% 2.3%
MALAWI 2.1% -1.1% 0.9% 1.1% -0.6% 0.5%
MALI 1.6% -2.0% -0.3% 0.9% -1.1% -0.2%
MAURITANIA 0.8% -2.0% -1.2% 1.3% -3.1% -1.8%
MOZAMBIQUE 4.5% -1.0% 3.6% 2.3% -0.5% 1.8%
NIGER 0.6% -2.7% -2.1% 0.3% -1.5% -1.2%
RWANDA 1.7% -1.0% 0.7% 0.7% -0.4% 0.3%
SAO TOME & PRINCIPE 1.0% -1.4% -0.4% 0.4% -0.5% -0.2%
SENEGAL 2.6% 0.2% 2.9% 5.1% 0.4% 5.6%
TANZANIA 6.0% -4.9% 1.1% 4.9% -4.0% 0.9%
UGANDA 3.0% -2.4% 0.6% 3.1% -2.5% 0.6%
ZAMBIA 5.9% 0.4% 6.2% 2.5% 0.1% 2.6%
Average (PPP weighted) 2.7% -1.8% 0.9% . 22% -1.3% 0.9%

Comparing the averages of the first three colunumg key result is that 66
percent of the benefits from HIPC debt relief (pdad during 2001-03) have been lost
due to changes in ToT experienced during the samed) as the positive net effect of
2.7 percent in the first column is followed by egagve 1.8 percent, resulting in a net
effect from both changes (debt relief and ToT cleashgf 0.9 percent. With regards to
the average net effect from both changes on pavpdyerty has been reduced by an
average of 2.2 percent a year due to HIPC delafrehile poverty has increased by 1.3
percent a year due to ToT shocks, leaving jusp@r@ent of poverty reduction as the net
effect from HIPC debt relief and changes in the Td&nce, this implies that 60 percent
of the benefits from HIPC debt relief on povertguetion have been lost due to changes
in ToT. Looking at some country details, six coiggr(Cameroon, the Gambia, Guinea-
Bissau, Mali, Mauritania, Niger, and Sao Tome &neipe) have a negative overall
effect, on both, real GDP growth and poverty reiuct For seven countries (Benin,
Burkina Faso, Guinea, Malawi, Rwanda, Tanzania, @gednda) the overall effect on
growth, as well as the overall effect on poverigs lbeen between 0 and 1 percent. For
only four HIPCs (Madagascar, Mozambique, Senegal,Zambia) have the overall net
effects on growth and on poverty reduction beeniBaant.

Yet, we should be careful with interpreting thessults and calculations for at
least three reasons. First, it needs to be streahaethese are net effects. It is likely, that
debt relief has other macroeconomic effects, whiehnot captured by these results. For
example, there are some indications that the remolvéhe debt overhang has some
positive implications on private capital flows, whi would then be captured by the
capital flows effect of our growth equation. Ydiete are obviously many other factors
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that affect capital flows. A second reason why wavehto be careful with the
interpretation of our results is that the debt mensavings may be used for poverty-
reducing expenditures that we are not able to capuith a macroeconomic modél.
Third, while the true impact of debt relief may bigher than the net effects presented
above, it is also likely that HIPCs experiencingaes deteriorations in their ToT may be
supported by the international community, like éxample, increased aid flows. On the
other hand, it could also be argued that ToT datations may have negative effects that
go beyond macroeconomic effects. Much of thesehaveever beyond the scope of this
paper. Given the limitations of any macroeconommdet, the above results are quite
reasonable.

Chapter V: Policy Implications and Conclusions

One set of policy implications, which stems fronr oesults that debt relief has a
positive impact on growth and poverty reductiontasenhance debt relief. The newly
reached agreement to provide 100 percent debtf risligherefore crucial for HIPCs
currently in the interim period to speed up effaaseach the enhanced completion point.
Similarly, more efforts need to be undertaken by?€% that have not yet reached their
decision point. And finally, looking at the relati\nigh negative effect debt service has
on some of the non-HIPCs, it might also be worthe/to consider alternatives to extend
debt service to some non-HIPCs. Yet, we also neé&éé¢p in mind that even 100 percent
debt relief will not be sufficient to reach the MB@ most African countries.

Another set of policy implications stem from thegagve impact terms of trade
shocks. Calls for increased international effodslimit the negative impact of ToT
shocks are no novelty. As already referred to apthesanalysis and policy suggestions
of the International Task Force on Commaodity Risardgement (2002) are critical and
deserve more attention. Yet, many of these suggestare related to treating the
symptoms instead of treating the underlying souffoeshe high vulnerability HIPCs
continue to face.

The long-term agenda to achieve sustainable gramthpoverty reduction needs
to focus much more on a long-term development esjsatthat fosters the necessary
structural transformation of HIPCs. It is unlikelyat HIPCs will undergo the necessary
structural transformation without targeted polioyerventions. As is detailed in Hussain
(1998, 1999, and 2005), this calls for a combimatad industrial investments that
concentrate on certain export niches, supportimgpatition policies, and strategic trade
policies that go beyond the existing (though uregloited) comparative advantages in
agriculture. An appropriate mix of such policiesuktb lead to the development of
selected industrial bases and service centerg#imat-at least in the long-term—compete
in the global international market and generateteh@l foreign exchange to finance the
imports required for sustaining higher growth rates

13 Some of these effects depend on trickle-down effects gnamwth to poverty through the poverty
elasticity of growth. It might also be argued that the efééttIPC debt relief due to increased education
and health expenditures might accrue in the longer-run amdhth poverty elasticities based on past
relationships would need to be re-estimated based on nationships.
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