







      
            Debt-for-Development Exchanges

            
               Debt-for-development exchanges are an important financing tool for development. They make debt relief more politically and
                  practically attractive to donor countries, and serve the development of recipient countries through the cancellation of external
                  debt and the funding of important development projects. This book commences by chronicling the emergence of debt-for-development
                  exchanges from their forebears, debt–equity exchanges, and analyses why debt for development suffers from very few of the
                  problems that plagued debt–equity. The book also analyses the different types of debt-for-development exchanges and the different
                  ways they have been used by donor nations. The book then explores a range of critical perspectives on exchanges and concludes
                  by considering a wide range of innovative uses for the funds generated by exchanges.
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            To family and friends. When all is said and done, all we have that matters are family and friends, and along the way all that
                  is best is family and friends. Yet somehow it can be easy to forget to be filled with gratitude for that which gives our lives
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            Introduction A Productive Partnership between Civil Society and the Academy

            Ross P.  Buckley

            
               There is a considerable history behind this volume. I first researched and wrote about debt exchanges some 12 years ago.1 Five years later Bill Walker, who then chaired Jubilee Australia’s Policy Working Group, approached me with the idea of drafting
                  a submission to the Australian government on why it should consider undertaking such exchanges. Steven Freeland and I wrote
                  this submission to Treasury in 2003. In 2005 Bill Walker and I together wrote Jubilee Australia’s official submission to AusAid
                  for its white paper consultation. Later in that year I spoke at an AusAid event in Sydney.
               

               In late 2006 I spoke at a Make Poverty History conference in Melbourne on debt-for-development exchanges, and that campaign’s
                  media liaison staff worked to ensure that an opinion piece I’d written on the idea appeared in the Australian Financial Review on the day of the conference.2 As a result of reading the opinion piece, Bob Sercombe, opposition spokesman on overseas development assistance, came along
                  to listen and asked questions in private afterwards. At about the same time, World Vision Australia (where Bill Walker has
                  his day job) sponsored a research assistant to work on more formal scholarly research on the topic, and the outcome of that
                  work appeared in 2007.3

               In April 2007 Adele Webb and Luke Fletcher of Jubilee Australia organised an event titled “Is Australia a Responsible Lender?”
                  as part of the ‘fringe festival’ for the national conference of the Australian Labor Party (ALP, which was then in opposition)
                  at which the ALP Shadow Parliamentary Secretary for Overseas Development Assistance, Bob McMullan, and I spoke. Debt-for-development exchanges were discussed at this event. Shortly thereafter, these years of advocacy efforts culminated
                  in the Labor Party adopting a debt-for-health exchange with Indonesia as part of its policy platform. This became government
                  policy with Labor’s electoral victory in November 2007.
               

               In this way was policy shaped. Adele and Luke’s advocacy efforts at Jubilee Australia led the way, ably supported by Bill
                  Walker at World Vision Australia and by the Make Poverty History campaign, a coalition involving the above nongovernmental
                  organisations plus TEAR, Oxfam and many others.
               

               The Debt2Health exchange was implemented in mid-2010. Under the exchange, Australia has cancelled A$75 million of its loans
                  to Indonesia in return for Indonesia paying one-half of that sum to the Global Fund to be used in the fight against tuberculosis
                  in Indonesia. May this be but the first of many productive debt-for-development exchanges between the two countries. Adele
                  Webb and Luke Fletcher tell the complete story of how the Debt2Health exchange that Australia and Indonesia entered into in
                  2010 came about.
               

               In 2007 I applied for, and was lucky enough to receive, a major three-year Australian Research Council grant to explore debt-for-development
                  exchanges and their potential to contribute to the security of our region. This volume is one significant outcome of the research
                  undertaken under that grant.
               

               I tell this story in part to show the genesis of this volume and its long historical roots. But more significantly I tell
                  the story to show the potential of partnerships between civil society organisations and university academics. It is almost
                  inconceivable that my research would ever have influenced federal government policy without the input of two civil society
                  organisations, Jubilee Australia and World Vision Australia. Likewise, however, the representations to government of those
                  organisations may have been less credible without the support of my research. Civil society, around the world, may find in
                  universities a well of resources that are highly valuable in their advocacy activities and yet have been tapped but lightly.
                  This is particularly so if civil society understands that academic talent can be used in diverse ways: to generate research
                  to underpin arguments and, depending upon the academics’ personality and inclinations, to advocate for those arguments. If
                  academics are invited to work on issues in ways that will generate publications, they are far more likely to be able to say
                  yes than if they are asked merely to write reports or submissions that will never be formally published. People often go into
                  university teaching wanting to make a difference in the world. A partnership with civil society can enable academics to bring
                  about that difference.
               

               Anyway, enough of this history; let’s move on to the history of debt exchanges. These are the subject of the nine chapters
                  in the first two parts of this book. These chapters commence by chronicling the emergence of debt-for-development exchanges from their forebears, debt–equity exchanges, and analyse why debt for development suffers from
                  very few of the problems that plagued debt–equity. The different types of debt-for-development exchange by development project
                  are then considered. So, for instance, one chapter considers debt-for-nature exchanges and another debt-for-education exchanges,
                  and so on. Part II of the book proceeds to analyse the practices and trends in exchanges by donor countries, seeking to demonstrate
                  the lessons learned in how each donor country has used, or in the case of France abused, this technique.
               

               Part III introduces critical and analytical perspectives on exchanges. The chapters in Parts IV and V were presented initially at
                  a workshop funded by the Australian Research Council and held at the University of New South Wales in March 2010. This one-day
                  workshop allowed these authors and other interested participants to come together to learn of each other’s work and thoughts
                  and to explore new uses for this well-established financial technique.
               

               In the initial chapter in Part III, Julia Roy makes the case that debt audits to determine the legitimacy of the debt are prerequisites of credible exchanges.
                  Jürgen Kaiser then grapples with the sad reality that, in the absence of other mechanisms that enable the cancellation of
                  illegitimate or odious debt, a nation may be better served by exchanging debt, notwithstanding the fact that in an ideal world
                  it would be set aside as illegitimate or odious, because we don’t live in that world and the nation will otherwise simply
                  have to keep servicing the debt.
               

               Gillian Moon then explores the human rights dimensions of exchanges, and M. D. Shamsuddoha considers Bangladesh’s experience
                  with debt and development and the contributions exchanges could make to that country.
               

               In the final chapter in Part III, Joffre Balce explores some of the interesting applications of the debt-exchange technique in the Philippines, as well as
                  some potentially innovative applications. Joffre’s chapter ends on a provocative note, for he questions whether, while productive
                  in a micro sense, exchanges are destructive in a macro sense, as they perpetuate the dependency of the financial systems of
                  developing countries upon external finance. Joffre’s question is significant, for it challenges directly a fundamental working
                  assumption of the entire international financial system, namely that poor nations have inadequate domestic financial resources
                  and are best served by borrowing from abroad. Certainly in East Asia, from where Joffre hails, this appears to be a deeply
                  questionable assumption, and Joffre explores the idea of using exchanges to make the most of domestic financial resources
                  within, and being remitted to, the Philippines.
               

               The fourth and final part of the book is in many ways the most important, as it considers new and innovative uses for the
                  funds generated by exchanges. It begins with a chapter about one of the most exciting development projects I have encountered, projects to teach African
                  farmers how to restore tree cover to their farms by caring for the stumps of indigenous trees, which in the past have been
                  treated as impediments to farming. Most antidesertification efforts in Africa have focussed upon the planting of exotic varieties
                  of trees. Tony Rinaudo in his excellent work with World Vision in a number of sub-Saharan countries has proved that the best
                  trees with which to combat soil and wind erosion and to turn back the encroachment of the world’s largest desert are the trees
                  that are already there, in the ground, as stumps. These projects are perfectly adapted to funding by debt-for-development
                  exchanges. Their costs are modest. The benefits are very substantial, and the projects in time become self-sustaining as farmers
                  teach other farmers how to improve yields and generate other sources of income by nurturing stumps into coppiced trees.
               

               The next brief chapter in Part IV considers the massive returns available from restoring mangrove forests, both as breeding
                  grounds for fish and seafood catches, and as tsunami protection zones.
               

               This is followed by John Langmore’s analysis of how debt exchanges could be used to fund social protection programs (basic
                  welfare support). John’s chapter contains important and previously unpublished calculations by Professor Anthony Clunies-Ross
                  of the amount it would actually cost the world to lift all who live in extreme poverty around the world out of it – an amount
                  that is almost certainly beyond the capacity of debt exchanges to fund but is nonetheless surprisingly affordable for rich
                  countries. And, of course, the fact that debt exchanges cannot fund the world’s entire social protection needs doesn’t mean
                  exchanges cannot begin to do so for some specific countries that currently lack such programs. As I write this introduction,
                  I have been sick for a month with whooping cough, a very nasty affliction in middle age. The incredible exhaustion this disease
                  has caused me has brought home the hard truth of what it must be like for poor people in poor countries without social protection.
                  It has been extremely sobering for me to realise that, as I have struggled to make lunches and help my children get off to
                  school (before collapsing on the bed in exhaustion), people in the world as sick or sicker than I have had to work all day
                  in physically demanding roles because for them to fail to work is to fail to eat. Social protection schemes are part of the
                  answer to this inhumanity.
               

               The two succeeding chapters, the first by Philip Ireland, the second by Alicia C. Qian and Tanvir A. Uddin, explore ways that
                  debt exchanges could fund the general climate change adaptation efforts our world is going to need in abundance, and one specific climate change adaptation measure: climate change schools to teach Bangladeshi farmers how
                  to respond to a changing climate.
               

               The next chapter considers briefly the idea of debt-for-peace exchanges and explores the contribution that funding from a
                  debt exchange could make in supporting community-based peace initiatives in Mindanao in the Philippines, the potential of
                  US legislative schemes to fund debt-for- nuclear-nonproliferation exchanges and, finally, the security threats posed by environmental
                  degradation and climate change.
               

               The penultimate chapter in the volume is by Emmanuel T. Laryea and explores how information and communication technology systems
                  funded by debt-for-development exchanges could be used to promote good governance and in turn development in developing countries.
               

               The final chapter is written, most fittingly, by the man who first had the idea of Australia entering into debt-for-development
                  exchanges, Bill Walker. Bill explores the potential of these exchanges to promote citizen action and voice in developing countries.
                  Bill’s contribution answers in part the question Joffre Balce raises at the end of Part III. The most sustainable long-term development path of all is one that empowers developing countries to develop and rely upon
                  their own human and financial capital. Debt exchanges could play a role in this regard, but to realise this role will require
                  a fundamental shift in thinking: a new paradigm. But I am getting ahead of myself, to material best considered in the book’s
                  conclusion.
               

            

            
               
                  1 Ross  Buckley, “Debt Exchanges Revisited: Lessons from Latin America for Eastern Europe”, Northwestern Journal of International Law and Business 18 (1998): 655–684.
                  

               

               
                  2 Ross  Buckley, “Transparency Helps Narrow the Gap”, Australian Financial Review, November 16, 2006, 63.
                  

               

               
                  3 Ross  Buckley and A.  Small, “Leveraging Australia’s Debt Relief to the Philippines Using Debt-for- Investment Projects”, Macquarie Law Journal 7 (2007): 107–124.
                  

               

            

         


   
      Part I Types of Exchanges and Their Development over Time

      

   
      
            1 The Early Years: The Evolution of a Technique

            Ross P.  Buckley

            I. Introduction

            
               The beginning was the early 1980s. And in the beginning were bad loans, and from the loins of these bad loans sprang debt–equity
                  exchanges, which quickly begat debt-for-nature exchanges, and then debt-for-education exchanges, and most recently, debt-for-health
                  exchanges. And today, when all the begatting has been done, the progeny are known mostly as debt-for-development exchanges,
                  or sometimes as debt-for-investment projects (by those who wish to suggest for the technique a more commercial focus).1

               The first debt-for-development exchange was undertaken in 1987. Two decades later, in 2007, it was estimated that these financial
                  techniques had resulted in the cancellation of US$5.7 billion of debt and the application of US$3.6 billion to development
                  projects.2 Early debt-for-development exchanges typically involved an environmental or other nongovernmental organisation (NGO), which
                  purchased the debt for a discount in the secondary market and tendered it to the debtor government in return for a promise
                  to apply an agreed-upon amount of local currency to mutually agreed-upon environmental or other projects in the debtor nation.
                  The most common type of debt-for-development exchange today takes place directly between a creditor and debtor nation without
                  NGO involvement. Under a typical exchange, the creditor nation will offer to cancel a specified part of a loan or loans if
                  the debtor nation applies a portion of the amount cancelled (or perhaps the repayments it would have made on the loan over the next 5 to 10 years) towards mutually determined development projects in the debtor
                  nation.
               

               Debt-for-development exchanges matter. In 2005 the United Nations urged developed nations to seek a ‘durable solution to the
                  debt problems of developing countries’, and further noted that ‘such mechanisms may include debt for sustainable development
                  swaps’,3 and in 2007 the European Network on Debt and Development noted that ‘debt-swaps have a real and growing presence on the political
                  agendas of donor countries’.4

               So it is worth understanding where these techniques came from and how they evolved. Indeed, it is the evolution of the idea
                  that explains the technique’s quaint title, for as my wife pointed out:
                  
                     
                        Where is the exchange when a rich country offers to cancel some of its loans to a poor country, if the poor country spends
                           money on a development project? Surely that’s like our saying to our daughter, ‘You don’t have to repay the advance we gave
                           you last week, provided you spend half of it at the shops next week’.
                        

                     

                  

               

               The history explains all this: not the shopping proclivities of women, I am not sufficiently erudite to explain that, but
                  the title and evolution of a significant financial technique.
               

               But first we must begin, and in the beginning bad loans were needed, loans that traded at a discount to their face value.
                  For without a discount there is no reason to undertake a debt-for-equity exchange, and debt-for-development exchanges, while
                  still worthwhile without a source of discounted debt, certainly lose some of their attraction.
               

               Sadly, bad loans are rarely in short supply, and oceans of bad loans became available in late 1982. In mid-August 1982, Mexico
                  announced the suspension of principal payments on its foreign debt and the debt crisis began.5 Shortly afterwards, Brazil, Argentina and other Latin American nations announced that they required substantial additional
                  funding to avoid defaulting on their debts.6 Commercial banks stopped virtually all lending to the region and, within 15 months, 27 countries had rescheduled their debt or were in the process of doing so.7 More were to follow.
               

               The traditional sources of foreign capital for Latin America before 1970 were bonds, direct investment, official loans and
                  supplier’s credits.8 Thus each wave of defaults was not a crisis for the international financial system, as the losses fell on a broad range of
                  individual investors and suppliers, not on a relatively small number of banks.9 For instance, the development of the United States in the nineteenth century was financed mainly by the issuance of bonds,
                  principally to European nonbank investors,10 and the defaults, of which there were plenty,11 therefore did not threaten the financial system.
               

               In the early 1970s, aided by the development of syndicated loans, the major commercial banks began to lend to Latin America.
                  The lenders were now banks, not investors in bonds or projects or exports to the region.12 For the first time in history the major thrust of development finance was commercial bank lending.13 The pace of lending accelerated throughout the decade. The total external debt of the 17 highly indebted countries14 in 1975 was US$76.6 billion.15 This doubled by 1979, and doubled again by 1982, to a total of US$276.5 billion.16
Certainly, when Mexico’s inability to service its debt triggered the debt crisis, there was an abundance of bad loans to be
                  used in debt exchanges. However, to facilitate the process there needed to be a market upon which entities interested in initiating
                  debt-for-development exchanges could acquire the debt.
               

            

            II. The Secondary Market in Discounted Debt

            
               A form of secondary market for the discounted debt of less developed countries and their corporations had ‘existed on a relatively
                  small scale since well before the onset of the crisis in 1982’.17 But the secondary market really began to grow after 1982.18 I have written at length elsewhere about the development of this market.19

               The market began as a swap market in which a US bank with one or two loans to Poland in its portfolio might exchange them
                  with a German bank for some Latin American loans that the German bank no longer wanted. Each bank was refocussing its portfolio
                  on regions of the world it knew best, or at least to which it had sizeable exposures. After some months, some brave and wise
                  bankers began to actually sell loans and absorb the losses. In the words of Lee Buchheit:
                  
                     
                        Fortunate indeed are those bankers who in 1983 sold off their Argentine exposure at a 15 or 20% discount although, at the
                           time, this was accompanied by a good deal of hand-wringing, tooth-gnashing and piteous wailing about the cruelty of international
                           lending.20

                     

                  

               

               This secondary market provided the source of funds that were soon to be used in debt–equity exchanges and debt-for-nature
                  exchanges.
               

            

            III. Debt–Equity Exchanges

            
               Debt–equity agreements involve the sale of external debt by an investor to the debtor government in return for a discounted
                  amount of local currency, which must then be invested in shares in, or otherwise injected as capital into, a local company.21 Their attraction for investors and debtor nations is that the secondary market discount is ‘recaptured’ and divided between
                  them. In effect a debt–equity exchange results in some debt relief for the debtor nation and a preferential exchange rate
                  for the foreign investor.22 In exchange for this preference there are usually limitations. Often eligible investment is limited to certain industries
                  and has to meet certain requirements, and there are usually limitations on the repatriation of capital and the remittance
                  of dividends. Furthermore, many countries nominate only a portion of their outstanding indebtedness as eligible for conversion
                  into equity.
               

               In a typical scheme the central bank of the debtor nation announces that the debt can be exchanged at a certain rate for equity
                  in local businesses or used for capital investments in the debtor nation. The rate of exchange of debt for equity may be set
                  by the central bank (e.g., the central bank may stipulate that it will retain 12 cents on the dollar so that, for every dollar
                  tendered, the investor receives local currency to the value of 88 cents). Alternatively, the rate may be set by an auction
                  so that investors bid for the right to convert debt into equity, and those willing to accept the largest discounts receive
                  the right to convert their debt.23 For instance, in 1986 Nissan acquired some US$60 million of Mexican government debt on the secondary market at a price of
                  US$40 million. It then resold the debt to the Mexican central bank for US$54 million in pesos for investment into its Mexican
                  subsidiary. As a result some US$60 million in Mexican government debt was cancelled and Nissan was able to inject some US$54
                  million of equity into its Mexican operation for a cost of US$40 million.24 In other words, as a result of this debt–equity exchange Nissan received a preferential exchange rate some 35% better than
                  the market rate.
               

               In summary, debt–equity schemes can increase investment and permit debtor nations to recapture part of the secondary market
                  discount in the value of their loans at the cost of conferring a preferential exchange rate upon foreign investors.
               

               Chile was the first country to implement a formal debt–equity exchange program in 1985, which in time proved to be perhaps
                  the most successful debt–equity scheme of all. Within the first three years, Chile reduced its external debt by some US$3.8
                  billion, or 19%.25 Chile’s ability to operate the debt-exchange program consistently over a prolonged period encouraged foreign investment in
                  addition to that which otherwise would have been made. Strict limitations on the repatriation of principal and the remission
                  of dividends abroad restricted the drain on Chile’s foreign exchange reserves, and perhaps most important, Chile’s economy
                  had a remarkable capacity to absorb credit without leading to inflation. These factors allowed the program to be opened to
                  local investors, which promoted its acceptance by the Chilean people.26 Despite its apparent success, it had been suggested that the rapid decline in foreign direct investment (FDI) that occurred
                  upon the scheme’s termination resulted from market saturation and the inferior quality of remaining investment opportunities.27

               Mexico’s debt–equity scheme commenced in April 1986 and had retired US$3 billion of Mexico’s US$107 billion foreign debt when
                  it was suspended in November 1987.28 It was suspended because it was highly inflationary. Rather than issuing bonds, as Chile had done, Mexico printed pesos,
                  which led to inflation. The exchange rate afforded to inbound investments by the scheme was highly preferential, and the scheme,
                  in the main, supported only investments that would have been made anyway (as will virtually always be the case in schemes
                  of short duration due to the long lead times of international investment decisions).29

               The popularity of debt–equity schemes was enhanced in this period by the liberalisation of US banking regulations. US banks
                  had been limited to holding 20% of the equity in any nonfinancial company. Regulation K was amended by the Federal Reserve
                  Board in August 1987 to permit 100% ownership of nonfinancial companies in the 33 most heavily indebted less developed countries,
                  provided that the companies were state owned and the acquisitions were from the government30 – a change enacted specifically to promote debt–equity privatisations.31

            

            IV. Conclusion

            
               Debt–equity exchanges have had vociferous critics. In the words of Rudiger Dornbusch:
                  
                     
                        Washington has been obscene in advocating debt–equity swaps and in insisting that they be part of the debt strategy. The U.S.
                           Treasury has made this dogma, and the IMF and the World Bank, against their staff’s professional advice and judgment, have
                           simply caved in.32

                     

                  

               

               The principal objections of the critics have been the extent to which debt–equity schemes proved to be inflationary and, because
                  these inflationary consequences meant most schemes couldn’t be maintained for more than about 18 consecutive months, the failure
                  of the schemes to encourage additional investment. The short tenors of most schemes meant that a preferential exchange rate
                  was, in effect, granted to inbound investment that was going to come into the country anyway. The potential for such an exchange
                  rate to encourage genuinely additional investment was lost due to the relatively long lead times for foreign investment and
                  the relatively short periods nations could afford to operate these schemes before inflationary pressures became so extreme
                  the schemes had to be shut down.
               
Exchanging debt for equity is not new. In the 1880s Peru crafted a resolution of its indebtedness in one, novel, massive debt–equity
                  exchange: British bonds were exchanged for stock in Peruvian Corp., the owner of the state railways, lands and mining concessions.33 Exchanging debt for equity is also often used by banks to resolve domestic corporate defaults. However, it was in exchanging
                  external debt for equity in national companies in the aftermath of the debt crises in Latin America in the 1980s that gave
                  commentators the idea of exchanging external debt for nature conservancy. Debt-for-equity exchanges had shown how the discount
                  on the debt in the secondary market multiplied the buying power of the funds available for the task. A truly innovative idea
                  was thereby born.
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            2 Debt-for-Nature Exchanges

            Ross P.  Buckley and Steven  Freeland

            I. Introduction

            
               The idea of debt-for-nature exchanges was first proposed in 1984, following the groundwork laid by debt–equity schemes. In
                  the words of one market participant, ‘The ideas for debt-for-nature didn’t really get off the ground until debt–equity programs
                  had been launched.… Really these programs can be viewed as son-of-debt-equity’.1

               In October 1984 Dr Thomas Lovejoy, then Executive Vice President of the World Wildlife Fund (WWF), wrote an opinion piece
                  for the New York Times that is generally credited with having provided the first public formulation of the debt-for-nature idea.2

               Lovejoy proposed that a developing country’s external debt be reduced in return for its taking steps to address issues of
                  environmental concern and that governments provide tax relief to commercial creditor banks for participating in these transactions.3 Lovejoy emphasised the correlation between developing country indebtedness and environmental degradation4 and encouraged environmental nongovernmental organisations (NGOs) to investigate using the developing country secondary debt
                  market to finance conservation projects. He noted that discounted developing country debt could potentially leverage ‘conservation dollars to preserve some of the
                  world’s most biologically valuable natural areas while helping countries reduce their external debt’.5

               This type of debt-exchange transaction is based on the simple notion of a reduction in external debt in return for domestic
                  conservation activities.6 In the 1980s most developing country foreign debt was denominated in US dollars (or other hard currencies). Many developing
                  nations employed short-term, often indiscriminate strategies to produce exports to generate foreign exchange for debt repayment.
                  One of the most destructive activities undertaken in this regard was the clearing of rainforests.7 Tropical rainforests are found primarily in developing countries, with 25% of such forests in Latin America alone.8 In the late 1980s approximately 140,000 acres of tropical rainforest were being cleared in Latin America every day,9 prompting predictions that by 2000 ‘tropical forests will have been largely destroyed’.10 As well as forests being cleared to convert land to pasture or agriculture, significant amounts of timber were harvested
                  for export,11 much of it illegally.12

               The use of debt-for-nature exchanges has evolved since the early exchanges and are now used to address a broad range of environmental
                  challenges. Two broad forms of debt-for-nature exchanges have developed. In the first form, a nation’s debts are purchased
                  by an environmental NGO and offered to the debtor for cancellation in exchange principally for its undertaking to protect
                  ongoingly a designated parcel of its land. In the second form, the debt is exchanged, usually at a discount, for local currency that is then used by local conservation groups or government agencies
                  for various environmental projects in the debtor country.
               

               The so-called first-generation exchanges involve the purchase on the secondary market of commercial bank debt by NGOs. ‘Second-generation’
                  mechanisms are bilateral agreements between donor and recipient governments and use official debt (loans by one nation to
                  another). Second-generation transactions have used large amounts of debt for a broad range of environmental and developmental
                  purposes, impetus for which was provided by the enactment of a range of legislative provisions in the United States (considered
                  in Chapter 4). The most recent debt-for-nature exchanges have evolved even further, as we shall see, to address a broader array of environmental
                  issues and to place the debtor nation at the centre of each exchange.
               

            

            II. First-Generation Debt Exchanges

            
               Early debt-for-nature exchanges involved the co-operation and agreement of environmental NGOs, the developing country government
                  and its central bank. The very first of these first-generation debt exchanges was undertaken in 1987 in Bolivia.
               

               A. Bolivia (1987): ‘Debt for Conservation’

               
                  In 1987 Conservation International (CI), a Washington-based environmental NGO, bought US$650,000 of Bolivia’s debt in the
                     international secondary debt market for about US$100,000. Funding came from a grant given by a private charitable foundation.13 Under the debt-exchange agreement,14 this debt was exchanged for shares in a newly established company set up to preserve approximately 3.7 million acres of forests
                     and grasslands surrounding the Beni Biosphere Reserve in north-eastern Bolivia,15 an area noted for its biological richness.16 CI agreed to provide ongoing assistance to Bolivia as ‘official advisor’ to plan and design the protected areas.17 For its part, Bolivia undertook to provide legal protection for the 334,200-acre reserve18 and to establish a local currency fund equivalent to US$250,000 to manage and administer these protected areas. Bolivia was
                     to contribute US$100,000 of this sum, with the remainder to come from the United States Agency for International Development
                     (USAID).19 Bolivia and a local NGO shared the management of the land, and title to it remained with Bolivia.20

                  This first debt-for-nature transaction highlighted a range of potential problems with the debt-exchange mechanism. The primary
                     problems that emerged concerned national sovereignty, the position of indigenous peoples and the enforceability of the agreement.
                  

                  When the proposed transaction with Bolivia was announced, various Latin American newspapers reported (incorrectly) that a
                     foreign organisation had purchased Bolivian ‘lands considered the national patrimony’.21 Several Latin American countries criticised the idea of debt exchanges,22 and even though the local organisation involved was able to explain the true position, this lingering mistrust associated
                     with the transaction highlighted some of the potential sensitivities associated with debt exchanges.
                  

                  The local indigenous people were not adequately consulted during the design phase of the project. The Chimane Indians lived
                     in the forest without formal land tenure,23 but with the advent of the debt exchange, they sought to obtain title to the land. However, the terms of this debt exchange
                     made this impossible.24 Already threatened with the destruction of their natural habitat through indiscriminate and illegal logging, they were now
                     presented with an ‘American-type’ national park model,25 in which their ability to engage in traditional foraging for food and fuel was further restricted. In effect, the debt-exchange
                     agreement divested the Chimane of their land rights,26 as many of their traditional activities conflicted with the conservation goals that underpinned the transaction.27 The lack of timely local input represented a major failing of this transaction.
                  

                  To complicate matters, Bolivia failed to contribute its equivalent of US$100,000 to the local currency account until almost
                     two years after the agreement was signed.28 As a result, the USAID funding that was contingent upon Bolivia’s contribution was not forthcoming and the project was significantly
                     underfunded.29 Furthermore, Bolivia initially failed to enact national legislation designed to legally protect the Reserve. This issue was
                     made even more complex by the fact that the Beni region was one of Bolivia’s principal areas for illegal cocaine processing.
                     Bolivia did not fully comply with its responsibilities, and the debt-for-nature agreement did not contain mechanisms to require
                     it do so.30

                  Despite the problems associated with the Bolivian transaction, several positive outcomes ensued from this pioneering arrangement.
                     It confirmed that exchanging developing country debt, even when the amounts involved were relatively small, to advance conservation,
                     environmental and perhaps developmental goals was feasible, as long as due account was taken of relevant local conditions
                     and the need for enforceability. Clearly, this local-conditions caveat is crucial, since each debt exchange must accommodate
                     the recipient region’s specific circumstances.
                  
In addition, the exchange led to a positive spin-off: after Bolivia implemented the debt-for-nature exchange, the International
                     Tropical Timber Organisation (ITTO)31 provided it with a US$1.26 million grant for continued forestry conservation.32

               

               B. Other First-Generation Debt-for-Nature Exchanges

               
                  Early debt-for-nature transactions in Ecuador and Costa Rica were structured to address some of the concerns that arose in
                     the Bolivian exchange. In 1987 a second debt-for-nature exchange was undertaken, with the World Wide Fund (WWF), the Nature
                     Conservancy (TNC) and the Missouri Botanical Gardens purchasing US$10 million of Ecuador’s external debt at a massive discount
                     for only US$1.5 million.33 The funds were then assigned to a private Ecuadorian conservation group, Fundacion Natura.34 Upon conversion, the debt was exchanged at full face value into local currency bonds in Fundacion Natura’s favour.35 The principal amount funded the foundation’s establishment36 together with an endowment fund to support its general activities.37 Fundacion Natura uses the interest generated by the bonds to undertake a diverse range of environmental projects to protect
                     Ecuadorian national parks and reserves.38 Its work continues to this day.39

                  In contrast to the Bolivian transaction, in Ecuador the agreed-upon conservation activities were undertaken by the local NGO
                     without government participation. From an environmental funding viewpoint, the transaction was a success. Like many developing countries, Ecuador
                     had found it difficult to devote significant financial resources to the environment.40 Even though the US$10 million of debt represented only a fraction of Ecuador’s total external debt, the resulting environmental
                     funding was very significant in the circumstances. Interest payments in the first year alone doubled Ecuador’s entire budget
                     for national parks.41

                  Through the use of an endowment fund, the perception within Ecuador of a loss of sovereignty was far less than it had been
                     in Bolivia. The range of projects was selected with local input rather than the entire transaction being for the preservation
                     of one area of a country designated important by a foreign conservation group.
                  

                  In 1987 the Costa Rican ‘Debt-for-Conservation’ Agreement followed a structure similar to that utilised in the Ecuadorian
                     exchange.42 Within three years, in excess of US$70 million of Costa Rica’s external debt was exchanged into local currency bonds (equivalent
                     to US$36 million) through the implementation of four debt exchanges.43

                  Under debt-exchange agreements in 1987 and 1998,44 US$5.4 million of Costa Rica’s debt was purchased in the international secondary market for US$918,000, funded by the WWF
                     and donations to the Costa Rican National Parks Foundation from a variety of other NGOs.45 The debt was converted at 75% of face value into medium-term local currency bonds,46 with an average annual interest rate of 25%.47 Interest income was used to establish a fund for conservation projects, including the Guanacaste National Park project, with
                     title to land purchased reverting to the government only after the park was fully completed and endowed.48

               

            
III. Second-Generation Debt-for-Nature Exchanges

            
               The success of some first-generation transactions, coupled with the growing international awareness of the relationship between
                  the environment and development, opened the way for a new form of debt exchange involving official debt (i.e., debt between
                  nations) rather than commercial bank debt.49 These transactions were on a bilateral government-to-government basis, with the developed country donor governments playing
                  a central role. This form of debt exchange reflected a convergence of interests between the respective governments.50

               The advent of government-to-government agreements was an important development in the evolution of the debt-exchange mechanism,
                  because it allowed for the exchange of much larger amounts of debt. This was facilitated in part by the introduction of a
                  debt-exchange clause by the Paris Club in 1991, through which bilateral debt was deemed eligible to be exchanged and debt-exchange
                  programs for the conversion of official development assistance were approved.51

               The expansion of debt exchanges to include official debt pushed the concerns of enforceability, political viability and transparency
                  to the fore. Governments needed to consider the potential for political fallout from a failure to satisfactorily implement
                  an agreement.52 These government-to-government transactions became known as ‘second-generation’53 debt exchanges.
               

               A. Costa Rica (1989): ‘Debt for Conservation’ and ‘Debt for Industry’

               
                  Costa Rica, with 12% of its land designated as national parks or protected biological reserves, represented a prime candidate
                     for debt-for-nature exchanges and benefitted from early exchanges.54 In the late 1980s Costa Rica participated in six debt-for-nature agreements, which retired 6.5% of its national debt.55 In January 1989 the Netherlands and Costa Rica agreed that the former would purchase US$33 million of Costa Rican debt in the secondary debt market, to be converted into local currency four-year
                     bonds, equivalent in value to US$9.9 million.56 Interest was to be calculated at an annual rate of 15%, and these bonds were held in a trust fund, administered by both governments,
                     in order to fund projects in reforestation and forest management.57

                  This was the first government-to-government debt-for-nature exchange and was innovative for the inclusion within the agreement
                     of enforcement measures. These measures enabled each government to retain control over the projects financed, both through
                     the requirement that both countries sign every project agreed to and by virtue of their ongoing ability to inspect projects
                     and, if appropriate, to suspend finance for noncomplying projects.58 The agreement, however, did not go so far as to include a dispute resolution mechanism.59

                  Another oversight of the agreement was the failure to provide any role for NGOs in the selection of projects or with respect
                     to governance.60 While the value of the debt exchanged was not large, through the creation of a trust fund, interest continued to accrue,
                     which provided an ongoing source of conservation finance. The interest generated was in itself greater than the total annual
                     Costa Rican Park Service budget.61

                  In the same year, Sweden purchased about US$28 million of Costa Rica’s external debt for US$3.5 million and donated it to
                     Costa Rica’s National Parks Foundation. Upon conversion, four-year bonds were created paying annual interest at a rate of
                     15%, which went into an endowment for research, environmental education, park management and land acquisition.62 The primary focus was to fund sustainable management of tropical forests in the Guanacaste province.63

               

               B. Poland (1991): ‘Debt for Democracy’

               
                  The early 1990s saw the debt-exchange mechanism developed further to apply to much larger amounts of a developing country’s
                     external debt. In March 1991 seven major industrialised countries agreed to forgive half of Poland’s US$33 billion debt.64 In addition some Paris Club countries agreed to channel interest payments and principal on some of the remaining debt into
                     a Polish Ecofund to finance projects aimed at halting environmental damage. The Paris Club rescheduling had authorised members
                     to sell their debt for exchanges involving local currency funding. In total, US$473 million in local currency was invested
                     in the Ecofund, with the United States the largest single donor, contributing US$367 million to EcoFund projects.65

                  These actions were intended to show support for the democratic and economic reforms instituted in Poland following the introduction
                     of a post-Communist government.66 Poland was suffering from severe economic stagnation, which, coupled with its unsustainable debt burden, had pushed it to
                     the brink of insolvency.67 Furthermore, Poland was highly polluted.68 To reduce the ‘transboundary’ effects of its pollution on neighbouring countries, the Paris Club Agreement was made conditional
                     upon the implementation of environmental clean-up programs and antipollution measures in Poland.
                  

                  The EcoFund provided grants to approved conservation projects. Approved projects were in the areas of transboundary air pollution,
                     climate change, biological diversity and a clean-up of the Baltic Sea.69 Between 1992 and 2007, the EcoFund financed 1,500 programs. The financing agreements typically provided for annual payments
                     until 2010.70

                  The successful near completion of this program demonstrates the adaptability of the exchange mechanism and its ability to
                     be applied to significant amounts of debt in order to facilitate social and economic development. The Polish debt-for-democracy exchange is the largest debt-for-nature exchange to date.71

                  The developed world’s response to Poland’s problems also highlights the extent to which geopolitical concerns consistently
                     attract far higher levels and amounts of debt cancellation than do developmental or environmental concerns. In Poland’s case,
                     US$16.5 billion of debt was cancelled to promote Poland’s transition to democracy, whereas only slightly less than half a
                     billion dollars was exchanged to address Poland’s massive environmental challenges. The same dynamic played out after the
                     Iraq war.
                  

                  Iraq, with the world’s second-largest recorded oil reserves (10.8%), behind those of Saudi Arabia (25.2%),72 and pre-conflict income levels at least three times higher than those generally accepted as defining poverty, is not a strong
                     candidate for debt relief. The challenge has been to restore a functional economy to Iraq and rebuild its infrastructure so
                     that it can again enjoy the benefits nature has bestowed upon it. To this end, Iraq is a very strong candidate for aid. However,
                     the immediate cash flow benefits of debt cancellation are limited to the interest payments saved. Nonetheless, though far
                     poorer countries usually have only 35% to 50% of their debts cancelled,73 the Paris Club creditors agreed in 2004 to cancel 80% of Iraq’s loans to them (after refusing to meet US demands for total
                     cancellation of its debts). Much like Europe in the aftermath of World War II, Iraq needs to be rebuilt, and once it has been
                     rebuilt its long-term economic capacity should not be in doubt. Debt relief, which is essentially long term in impact, was
                     thus peculiar to Iraq’s situation. Nonetheless, the United States later proceeded unilaterally to cancel all of its loans
                     to Iraq.74

               

               C. Bulgaria

               
                  Nonetheless, to return to our chronology, following on from the example of Poland, Bulgaria was the second Eastern European
                     country to participate in a debt-for-nature exchange. In 1995 Switzerland and Bulgaria signed a debt-for-nature exchange of SF 20 million, with the
                     stipulation that the equivalent amount in local currency be invested in environmental protection and clean-up in Bulgaria.75 The exchange amounted to 23% of Bulgaria’s external debt owed to Switzerland, and the National Trust EcoFund (NTEF) was established
                     to administer the funds.76 The World Bank provided a grant to cover the costs of establishing the NTEF before disbursements to projects were made from
                     the revenue from the debt exchange.77 The NTEF has four priority areas: clean-up of past pollution, reduction of air pollution, protection of clean water and biodiversity.78 The Fund’s objective is ‘the management of means provided under debt-for-environment and debt-for-nature swap agreements’
                     and other environmental financing.79

                  The NTEF plays only a co-financing role in environmental projects.80 By 2006 it had financed 72 projects.81 These included hazardous waste and substances disposal, the funding of waste treatment plants and the management and development
                     of infrastructure in protected areas.82 While the NTEF was established with the revenue generated by the debt exchange, it has since expanded its financing base.
                     In a 2003 assessment, its strength was attributed to its role in securing co-financing from other international sources, using
                     the publicity created by the debt-for-nature exchange as a platform to seek further contributions.83 The political independence and stable revenue provided by the debt exchange were found to be important factors in the NTEF’s
                     success.84 The total cost of completed programs is slightly more than US$64 million, with US$11 million coming from the Fund and the
                     rest of the money provided by international financial, government and independent institutions.85 More recently the NTEF has established a new financial branch of a Protected Areas Fund that disperses money for landscape,
                     natural habitats and biodiversity preservation.86
The Polish and Bulgarian debt-for-nature exchanges provide good examples of a structure to allow for the transparent administration
                     of a debt-for-nature exchange using an environmental fund. The Organisation for Economic Co-operation and Development (OECD)
                     notes that the Bulgarian EcoFund has proved to be a model of good governance ‘known for its rigorous project selection procedures
                     and transparent decision-making’.87

                  Moreover, creating an environment fund establishes a long-term financing mechanism.88 The strength of such funds lies in their organised and enduring structure and their independence from government.89 The creation of environmental funds has repeatedly provided stability and direction to conservation policies in developing
                     countries.90

                  The Peruvian Trust Fund for National Parks and Protected Areas (PROFONANPE) is a similar environmental fund, which finances
                     biodiversity, conservation and sustainable development programs.91 It was established by a contribution of US$5.2 million from the Global Environmental Facility as an endowment fund. Since
                     then it has been funded principally through debt-for-nature exchanges and now has a capital of US$95.9 million.92 Debt-for-nature exchanges have thus far been undertaken by PROFONANPE with Germany, Canada, Finland and the United States.93

               

            

            IV. More Recent Debt-for-Nature Exchanges

            
               The range of extensive multilateral debt-relief initiatives since 2000 has led to the continued utility of debt-for-nature
                  exchanges being challenged. One commentator has asked, ‘Has the multilateral HIPC ended the era of bilateral debt-for-nature
                  swaps?’94 However, support for, and the use of, debt-for-nature exchanges, particularly as a tool for conservation finance in the many
                  highly indebted nations that have failed to qualify for the Highly Indebted Poor Countries (HIPC) Initiative or the Multilateral Debt Relief Initiative (MDRI), have continued to grow. Indeed, several
                  international organisations and NGOs have continued to argue for greater use of debt-for-nature exchanges in a wide range
                  of countries across Africa, Asia, Latin America and elsewhere.95 The United States has consistently used debt-for-nature exchanges as a means of financing forest conservation around the
                  word. The three US legislative initiatives that have enabled the exchange of debt for conservation purposes are examined in
                  detail in Chapter 4.
               

               The United Nations Economic Commission (UNEC) in 2001 considered the debt-exchange mechanism as ‘underutilised’ for conservation
                  purposes and advocated the potential of debt exchanges to help limit deforestation, preserve other resources such as water
                  and biodiversity and promote clean energy.96 The OECD has endorsed the use of debt-for-nature exchanges as a conservation financing mechanism, stating:
                  
                     
                        A debt-for-environment swap is among the very few mechanisms that can provide sustainable support for local economic development
                           and at the same time mobilise domestic spending to protect purely public and common goods (such as biodiversity) or pure externalities
                           (such as transboundary or global pollution) in low-income countries.97

                     

                  

               

               The successes of the debt-for-nature programs in Poland, Bulgaria and elsewhere have encouraged the OECD to seek to implement
                  such mechanisms in other nations.
               

               The OECD has argued for the use of debt-for-nature exchanges in Eastern Europe, the Caucasus and Central Asia, given that,
                  of all the nations in these regions, only the Kyrgyz Republic is eligible for debt relief under multilateral initiatives.98 The OECD has emphasised the importance of ‘a thorough and rigorous analysis of the debt portfolio’ before engaging in debt-for-nature exchanges.99 In international rescheduling agreements, both the Kyrgyz Republic and Georgia have included debt-exchange provisions in
                  the rescheduling of their Paris Club debt, and both governments have established interministerial working groups on debt-for-environment
                  exchanges.100

               The OECD argues that the best results are achieved through Paris Club negotiations and has conducted feasibility studies of
                  the Kyrgyz Republic and Georgia in order to examine the possibility and potential of such debt exchanges.101 Despite the high hopes of the Kyrgyz government, the feasibility study revealed limited potential. Most of its foreign debt
                  is multilateral,102 and of the small proportion of bilateral debt, the only creditors to have engaged in exchanges are Germany and France (the
                  other main creditors were Russia and Turkey, which have not undertaken any debt exchanges or thus far demonstrated a willingness
                  to do so). Priority projects that have been identified include biogas production from animal waste and the prevention of irreversible
                  loss of biodiversity. Germany was identified as the most likely creditor with which to pursue a debt-for-nature exchange,
                  and the Kyrgyz government is currently attempting to secure such an agreement.103

               Georgia has sought to utilise the debt-exchange mechanism since 2000, when it asked the World Bank for assistance in negotiating
                  debt-for-environment schemes with creditor governments. It sought similar assistance from the OECD in 2001.104

               Following the feasibility study of debt-for-environment exchanges for Georgia, the OECD recommended that ‘Georgia pursue a
                  comprehensive debt-for-environment swap scheme to take advantage of the synergies that exist between environment and development
                  objectives’.105 In its assessment, the OECD noted a number of promising project sectors, including reducing emissions of greenhouse gases,
                  reducing pollution of international waters, protecting biological diversity and facilitating access for the poor to safe water
                  and sanitation services.106
The report did, however, note that ‘[p]reparation for the transaction and financial transfer of a debt-for-environment swap
                  scheme is not going to be short, easy and cheap’.107 This has proved to be correct, as Georgia has yet to finalise an agreement for a debt-for-nature exchange with any creditor
                  nation.108

               In terms of potential negative impacts of debt-for-nature transactions, the OECD has highlighted the threats of inflationary
                  impact, credit-rating downgrades and inefficient public administration,109 but at the same time has noted that the potential benefits of such exchanges are far greater.110 The United Nations Environmental Program (UNEP) is also of the view that debt-for-nature transactions are potentially highly
                  useful.
               

               Alain Lambert has argued that there is a dire need to expand innovative funding mechanisms for environmental projects, as
                  ‘[t]he traditional ‘project approach’ does not work anymore’.111 The innovative funding mechanisms he suggests could more broadly tackle environmental concerns in Africa and include environmental
                  trust funds, payment schemes for environmental services, debt-for-nature exchanges and carbon-offset programs. He considered
                  that ‘Debt-for-Sustainable Development swaps will never be the single or definitive solution to the problem but its much more
                  extensive use could certainly be part of a more global solution’.112

               Lambert provided three reasons for the failure of traditional project funding for environmental conservation:
                  
                     
                        1. the failure to provide long-term financing, with conservation activities largely ceasing at the conclusion of a project;
                        

                     

                     
                        2. too great a dependence on donor funding; and
                        

                     

                     
                        3. the continuing tendency to view the environment and development as separate issues.113

                     

                  

               

               The use of debt-for-nature exchanges in the past decade highlights their ability to address the short-falls in other conservation
                  mechanisms and foster long-term financing and an integrated approach to the environment. Examples of this are set out in the
                  following subsections.
               
A. The Madagascar Foundation

               
                  Recent debt-for-nature exchanges undertaken by Madagascar demonstrate the success of trust funds as a means to secure long-term
                     financing for environmental projects. In 2000 Madagascar was declared eligible for debt relief under the HIPC Initiative.
                     In the preparation of its Poverty Reduction Strategy Paper, the environment was ‘considered to be a crosscutting theme in
                     poverty reduction strategy’.114 In the same year, the Malagasy government established the Sustainable Financing Commission to design a sustainable financing
                     strategy for Madagascar’s Third Environmental Program.115 Environmental priorities included environmental impact evaluations for all projects, sustainable management of coastal and
                     marine ecosystems and sustainable financing for protected areas.116

                  In 2003 Germany undertook a debt-for-nature exchange with Madagascar in relation to debt that was excluded from HIPC treatment.117 Germany agreed to cancel [image: ]23.3 million of debt in exchange for the Malagasy government’s paying [image: ]13.8 million into a counterpart
                     fund to be disbursed to finance environmental projects over 20 years.118 The agreement was contingent on the establishment of a Madagascar Foundation for Protected Areas and Biodiversity, with a
                     management structure acceptable to the German government.119 The Madagascar Foundation was established in 2005. The debt-for-nature exchange reflected the priorities established in Madagascar’s
                     Third Environmental Program.120

                  The Madagascar Foundation has continued to be funded through debt-for-nature exchanges. Most recently, in 2008, France announced
                     a debt-for-nature transaction with Madagascar, which will contribute US$20 million in funding. This is the largest debt-for-nature
                     exchange in Madagascar’s history and has brought the Foundation’s total endowment to more than US$50 million.121

               
B. Millennium Development Goals, the Paris Declaration and Debt-for-Nature Exchanges

               
                  The OECD argues that debt-for-nature exchanges should be used to facilitate the achievement of water and environmental Millennium
                     Development Goals (MDGs).122 The seventh MDG seeks to promote ‘environmental stability’ and takes a broad view of environmental imperatives, including
                     the integration of principles of sustainable development into country policies and programs, the reduction of biodiversity
                     loss, the promotion of sustainable access to safe drinking water and basic sanitation by 2015 and the achievement of significant
                     improvements in the lives of slum dwellers.123

                  These targets have been directly incorporated into more recent debt-for-nature agreements. For example, recent Italian exchanges
                     use the MDGs to provide a framework for debt-for-nature exchanges. These exchanges, which are analysed in Part II, have environmental protection as a central goal, and the environmental protection goals pursued were framed with reference
                     to the MDGs.
                  

                  Two project clusters of the Italy–Egyptian Debt Swap Agreements (IEDS) of 2001, examined in more detail in Chapter 5, were in line with the seventh MDG. These were to increase access to safe drinking water and to ‘integrate principles of
                     sustainable development’ into national projects. Under these targets, dams were constructed and pilot programs undertaken
                     to facilitate treatment of agricultural drainage using low-cost technology. Research was also undertaken into the establishment
                     of desalination plants.124 In order to foster principles of sustainable development, projects undertaken ranged from environmentally sustainable tourism
                     to measures to decrease industrial pollution. These included the relocation of tanneries to outside Cairo in order to contribute
                     to cleaner industrial production and the training of neighbourhood leaders in environmental awareness. Solid waste management
                     and marine biodiversity projects were also funded.125

                  In 2006 Italy signed a debt-for-development exchange with Kenya for [image: ]44 million, which focussed primarily on environmental
                     projects. Water and irrigation were priority sectors in light of the National Water Services Strategy, 2007–2015, which aims
                     to upgrade water systems in rural areas.126 The upgrading of the Korogocho slum, another purpose of the exchange, was also aligned with the MDGs and the National Slum Upgrading
                     Programme.

                  The debt-for-development exchanges undertaken by Italy demonstrate how debt exchanges can be used effectively and sustainably
                     to address environmental challenges. They also establish how environmental concerns can be viewed as part of broader development
                     concerns, and not as merely ancillary to poverty alleviation.
                  

                  The second development in these debt-for-nature exchanges is the way Italy has sought to implement the agreements under the
                     dictates of the Paris Declaration on Aid Effectiveness. In 2005 the Paris Declaration established five key principles for
                     overseas development assistance: ownership, alignment, harmonisation, results and mutual accountability.127 The insistence on conditions by creditor nations – known as ‘conditionality’ – is no longer viewed as appropriate in an international
                     aid program. Despite the absence of conditions, the principles of the Paris Declaration have provided a coherent framework
                     by which debt-for-nature transactions can promote, rather than undermine, good governance in debtor nations.
                  

                  In a final report on the IEDS in 2008, the criteria against which the implementation of programs was assessed were their alignment
                     with the MDGs and the principles of the Paris Declaration.128 The report concluded that debt exchanges could conform to the two frameworks.129 In line with the Paris Declaration, projects in the IEDS were selected by the Egyptian government mainly in accordance with
                     national priorities. The majority of projects were implemented by Egyptian government entities, and both nations were concurrently
                     responsible for monitoring the implementation of the agreement.130

               

               C. Indonesia, Debt-for-Nature Exchanges and the Clean Development Mechanism

               
                  Although initially resistant to the idea of debt exchanges, since 2000 the government of Indonesia has expressed interest
                     in participating in exchanges with other nations. In a 1998 feasibility assessment, USAID concluded that ‘debt-for-nature
                     swaps are likely to be feasible in Indonesia and should be actively pursued as a debt relief and conservation funding mechanism’.131
Indonesia was seen as a prime candidate for debt-for-nature exchanges, due to the ready availability of restructured debt
                     and because the rate of deforestation in Indonesia has been alarmingly high.132 The East Asian crisis had a substantial impact on conservation funding in Indonesia, with the budget for national parks management
                     slashed by 30% in 1998–1999 in nominal terms (a 60% reduction in real terms).133

                  Recognising that the environment was ripe for debt-for-nature exchanges, WWF, CI, TNC and KEHATI (the Indonesian Biodiversity
                     Foundation) created a Joint Steering Committee to explore and co-ordinate the possibilities for debt-for-nature exchanges
                     and promote them to government.134 KEHATI organised a seminar on debt-for-nature exchanges in October 2004, where papers presented by the Indonesian Central
                     Bank and the National Planning Agency asserted that about US$800 million worth of the country’s debt might be eligible for
                     exchange.135

                  Following debt-for-education exchanges with Germany in 2002, Germany and Indonesia entered into an innovative debt-for-nature
                     exchange in September 2006 under which [image: ]6.25 million was invested to increase environmental quality through targeted funding
                     for small and micro businesses.136 In June 2009, Indonesia and the United States finalised a US$19.6 million debt-for-nature agreement to finance forest conservation
                     programs in Sumatra. Including interest and with $2 million contributed by environmental NGOs, $30 million will be paid into
                     a trust fund over eight years. Discussions are now under way about a second debt-for-nature exchange with the United States,137 and Indonesia is currently in the final stages of negotiating a [image: ]20 million debt-for-nature exchange with Germany.138

                  While enthusiasm for debt-for-nature exchanges has not been uniform within Indonesia,139 there has been continuing advocacy for a more widespread use of the mechanism and greater dialogue with creditor nations.
                     Most recently, the Borneo Orangutan Survival Foundation (BOS) has sought to implement a debt-for-nature exchange in conjunction
                     with the Clean Development Mechanism (CDM).

                  In 1997 the Indonesian government saved a 364,000-hectare area in Central Kalimantan from becoming an oil palm plantation.
                     The area is home to an estimated 3,000 wild orangutans. The Indonesian government had authorised the BOS to negotiate with
                     the World Bank for the debt-for-nature exchange to raise funds for ongoing protection of this area.140 The founder of the BOS, Willie Smits, had envisioned that ‘we could offer this area to become a new permanent reserve, but
                     under the condition that a part of Indonesia’s debt be forgiven’, with the area then managed not by the Indonesian government
                     but by the BOS.141

                  The innovative nature of his project, however, was that Smits conceived of the original conservation project being established
                     under a bilateral debt-for-nature agreement and the continued financing being funded through the CDM, whereby the preservation
                     of peat swamps could create a sustainable income through a voluntary carbon-offset program.142

                  There were some initial difficulties with such a project. For example, Indonesia had, prior to 2004, not ratified the Kyoto
                     Protocol to the United Nations Framework Convention on Climate Change143 and therefore was not eligible to market carbon credits. To overcome this obstacle, Smits reached an agreement with Shell
                     Canada, which has a voluntary carbon credit scheme.144 Upon ratification of the Kyoto Protocol, the possibilities of this scheme widened, with expressions of interest from the
                     Netherlands and Germany to participate in carbon trading for the purpose.145 This would be the first such debt exchange to take place within the framework of the CDM. Whilst negotiations for this initiative
                     appeared promising, no concrete agreements have yet been signed.146
Progress has been slow with debt-for-nature exchanges in Indonesia, despite a strong commitment by environmental NGOs to be
                     involved in innovative approaches. Smits has noted the difficulty of engaging creditor support for debt exchanges, due to
                     systemic corruption within Indonesia.147 The International NGO Forum on Indonesian Development has cited disappointment with Indonesia’s most recent collaborative
                     initiative on international aid, the Jakarta Commitment, which has failed to articulate an obligation to eradicate corruption.
                     The Jakarta Commitment is an intergovernmental initiative for the management of foreign aid involving 22 donor countries and
                     multilateral institutions.148 The commitment has, however, failed to seek diplomatic debt reduction and debt relief. A greater acceptance of debt restructuring
                     and an increased commitment to wiping out corruption may be required before debt-for-nature exchanges can begin to fulfil
                     their potential within Indonesia.
                  

               

            

            V. Conclusion

            
               Originally conceived and implemented for relatively modest purposes, the debt-for-nature exchange mechanism has disproved
                  the doubts of those who suggested it was a financing technique with relatively limited capacities that had passed its use-by
                  date. Despite some hiccups along the way, it seems that, much like standby letters of credit, the debt-exchange mechanism
                  has a flexibility and simplicity that allows it to be adapted for an increasing variety of purposes. Indeed, as has been discussed,
                  where there is sufficient political will and interest, the mechanism can involve very significant amounts of money and be
                  used for historically groundbreaking purposes.
               

               Yet despite its advantages, the exchange mechanism is still underutilised, particularly when compared with the extent of more
                  traditional funding of developing countries through development aid and when compared with the extent of straight debt cancellation.
                  This may be due to a number of factors: a misunderstanding of the purposes of the technique, an overblown fear that the technique
                  cannot accommodate the needs of indigenous peoples, traditional notions of sovereignty, a failure in the past to implement
                  appropriate enforcement and governance structures and a shortage, particularly in developing countries, of the time, energy
                  and expertise needed to negotiate and properly implement debt exchanges.
               

               The need for increased environmental financing is, however, more crucial than ever. As discussed with reference to Indonesia,
                  climate change is an area in need of innovative financing mechanisms, and some are explored in Chapters 18 and 19. There are estimated global financing gaps of US$120 billion to $200 billion for climate change adaptation and mitigation.149 Indonesia is the world’s third-largest emitter of greenhouse gases, with 80% of emissions due to deforestation.150 In late May 2010 Indonesian President Susilo Bambang Yudhoyno announced a two-year moratorium on logging under a Deforestation
                  and Forest Degradation (REDD) agreement with Norway.151 The agreement is worth US$1 billion over seven to eight years. The money will initially be spent on completing a REDD strategy
                  for Indonesia. The funds are tied to verified emissions reductions by Indonesia, from deforestation, forest degradation or
                  peatland destruction.152 This initiative has, however, missed an opportunity to reduce Indonesia’s foreign debt whilst pursuing climate change reduction.
                  An agreement between the United States and Indonesia targeting environmental funding has, conversely, included a debt exchange,
                  as discussed in Chapter 4. There has, indeed, been growing recognition of the potential for using debt-for-nature exchanges to target climate change
                  specifically.
               

               The underutilisation of the debt-exchange mechanism for environmental purposes was noted by Development Finance International
                  in a report to the Joint Ministerial Forum on Debt Sustainability held at the World Bank in 2009.153 It was noted that, in the past five years, only six Paris Club members have exchanged debts but that Paris Club nations ‘acknowledge
                  that, provided debt relief can be well spent by debtor governments, it is a good means of providing reliable, predictable
                  long term aid’.154 A study was undertaken to assess the feasibility of debt exchanges to combat climate change in 58 countries that might be
                  vulnerable to both climate change and unsustainable debt levels.155 Climate change is not a priority for developing countries struggling to meet the needs of their people. Urgent actions identified
                  by the less developed countries in the National Action Plans for Adaptation (NAPAs) are forecast to cost US$2 billion a year.156 In this context, and given the acceleration of rising sea levels in low-level coastal countries, desertification and deforestation,
                  alternative financing mechanisms are being explored. The study concluded that debt relief ‘is technically feasible and is
                  a high-quality way to provide additional aid to developing countries; that a large amount of debt is potentially eligible;
                  that funding is needed to combat climate change and maintain debt sustainability; and that ways exist to convince creditors
                  and debtors to participate’.157

               A particularly shocking comparison suggesting that debt-for-nature exchanges have been grossly underutilised is that between
                  the typical size of debt-for-nature exchanges considered herein and the size of debt cancellations afforded by the United
                  States to promote its national security interests, narrowly defined, and its geopolitical interests. When the success of Poland’s
                  transition to democracy was seen as important for Eastern Europe in the early 1990s, the United States cancelled $2.5 billion
                  of its debt.158 When Jordan’s moderating influence in the Middle East was seen to matter, the United States cancelled $700 million of its
                  debt.159 When Egypt’s support of US policy in the Middle East was particularly valued, the United States cancelled $7 billion of its
                  debt.160 And when the United States was seeking to rebuild Iraq after the second Gulf war, the United States cancelled $3.5 billion
                  of its debt, for a nation with the world’s second-largest oil reserves and thus the long-term capacity to repay the debt readily.161

               However, more recent developments are encouraging, and the embryonic steps that have been taken to incorporate the debt-exchange
                  process into the CDM regime under the Kyoto Protocol may represent a further opportunity to promote environmental and developmental
                  progress through the use of a time-tested financing technique. Chapters 18 and 19 explore the potential of debt exchanges to address climate change adaption. Certainly these exchanges are a tool that should
                  be used far more often, and on much larger scales, than has been the case to date, as the world seeks to address the ever
                  more complex environmental and developmental challenges of the 21st century.
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