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The U.S. Tropical Forest Conservation Act:

Familiarization with a Conservation Finance Tool

Scott E. Lampman

Abstract

As with any financial market, the users of conservation finance must learn the nuances of each finance mechanism in order to select the proper "tool" to meet their objectives. Of the diversity of conservation financing available, the U.S. Tropical Forest Conservation Act (TFCA) offers some distinct tradeoffs to each of the interested parties, with win-win outcomes possible. The three debt treatment mechanisms available under TFCA include: debt restructuring, debt buy backs, and debt swaps. The selection of the appropriate mechanism is a function of relatively fixed constraints (e.g. availability of eligible debt and the discount rates used) and variables. Most variables are a result of the negotiating parties perceptions of costs and benefits associated with each alternative mechanism. An improved understanding of the program will allow interested parties to screen TFCA as a conservation tool and, when eligible, to design a more satisfactory outcome.

Introduction

The purpose of this paper is to explain the United States Tropical Forest Conservation Act (TFCA) so that interested parties can determine if the TFCA is an appropriate conservation finance mechanism to achieve their objectives. Like any finance "tool", TFCA is designed to achieve specific outcomes, primarily local currency generation for forest conservation. An improved understanding of the TFCA program will allow interested parties to better screen TFCA as a potential conservation finance tool among the other tools available. For those occasions when TFCA is considered an appropriate and feasible financing mechanism, the program can produce significant win-win outcomes for interested parties (esp. eligible participating countries and their civil societies). TFCA can result in the provision of badly needed conservation financing over several years and can complement efforts of more traditional conservation programs.

The Tropical Forest Conservation Act 

With the 1998 passage of the U.S. Tropical Forest Conservation Act, government officials from both U.S. and debtor countries are now provided with one additional mechanism to address two intractable problems, debt and forest degradation, by using one to help solve the other. The TFCA enables low and middle income countries (w/ per capital income below $8,956 in 1994 U.S. dollars) with concessional loans from the U.S. government to substitute some portion of their debt obligation for local currency obligations directed towards domestic tropical forest conservation and protection activities.

The purpose of the Act as stated in the legislation is "to recognize the values received by United States citizens from protection of tropical forests; to facilitate greater protection of tropical forests (and to give priority to protecting tropical forests with the highest levels of biodiversity and under the most severe threat) by providing for the alleviation of debt in countries where tropical forests are located, thus allowing the use of additional resources to protect these critical resources and reduce economic pressures that have led to deforestation; to ensure that resources freed from debt in such countries are targeted to protection of tropical forests and  their associated values; and to rechannel existing resources to facilitate the protection of tropical forests."

Although both debt treatment and forest conservation are identified as benefits, the program must primarily be thought of in terms of its significant contribution to forest conservation, as relatively small amounts of actual debt have been treated to date. In three fiscal years (2000-2002), the U.S. Department of Treasury under the TFCA program has used $30.2 million dollars of federally appropriated funds to generate approximately $50.3 million in forest conservation funds over the next 14-28 years in five countries: Bangladesh, Belize, El Salvador, Peru and the Philippines.  Although the sums may not be significant to Ministries of Finance grappling with large foreign debt obligations, they are significant from the perspective of the need for financing forest conservation efforts.

Under the program, eligible countries can, in negotiation with the U.S. government, treat a portion of their debt by engaging in one of the following debt treatment mechanisms: a restructuring of debt (a.k.a. reduction), a debt buyback, or a debt swap. The selection of the appropriate mechanism is a function of the relatively fixed constraints (e.g. availability of eligible debt and the discount rates used to calculate real rates by U.S. Treasury) and variables. The variables are largely based upon perceptions of costs and benefits associated with each alternative mechanism. These debt treatment mechanisms will be treated in detail later in the report.

Two Agreements

Under most TFCA debt treatment mechanisms, there are two negotiated agreements between the U.S. and the debtor country: the debt treatment agreement negotiated with the U.S. Treasury Department and the Tropical Forest Agreement negotiated with the U.S. State Department.  They are now negotiated concurrently. The former agreement, of course, addresses the settlement of the debt, while the Tropical Forest Agreement  addresses the structure of the Fund and its administrative council, as well as the use of the monies themselves.
Most TFCA debt treatment mechanisms also result in the creation of a Tropical Forest Fund (TFF) that makes grants to local NGOs, community groups and private academic institutions through a public competitive grants process.  The grants enable private organizations to undertake tropical forest conservation activities, which draw upon grass roots support and benefit local communities. These TFFs are an attractive conservation financial mechanism, not only because of their effectiveness in channeling funds, but also because of their role in setting national conservation agendas and in strengthening civil society. 

By statute, the TFFs are managed by a board of directors that would include at least one participating government representative, one U.S. government representative and a majority of private citizens who are nominated by and represent local NGOs, community groups and private academic institutions. The U.S. government member's primary role is to provide assurance that the fund is managed fairly and openly. 

Benefits 

The benefits to each of the interested parties negotiating TFCA agreements may vary somewhat depending upon the debt treatment option under consideration, but they remain generally consistent. From the perspective of the U.S. government, it is recognized that “tropical forests provide a wide range of benefits to humankind and that debt reduction can reduce economic pressures on developing countries and result in increased protection for tropical forests. Therefore, it is the established policy of the United States to support and seek protection of tropical forests around the world.”
  The Act recognizes the values (benefits) received by United States citizens from protection of tropical forests. 

The benefits to the eligible participating government, on the other hand, vary slightly with the debt treatment mechanism selected but they can include:
· Forest conservation – resources that once went to the U.S.G. for debt payments remain in the domestic economy and are channeled to local organizations that engage in forest conservation activities.

· Cash flow relief – cash flow improves because hard currency payments are converted into local currency payments and because loans are restructured.

· Financial leverage –because outstanding debt is priced below its face value, the country can retire a significant amount of debt . Also, third party debt swaps are possible, leveraging money from other sources.

· Debt reduction - the U.S. government may also partially subsidize the program. This may result in a partial face value reduction of outstanding debt. 
Under the debt swap mechanisms, the benefits to the contributing Third Party (often an NGO donor) include: tropical forest conservation; financial leverage; influence on the use of the local currency cash flow streams generated from the transaction; and, satisfaction gained by its donor membership base from the demonstration of tangible benefits (versus a simple endowment).  

Eligibility Criteria

For those governments interested, the Minister of Finance of the particular country sends a letter expressing an interest in TFCA to the U.S. Treasury.  This letter does not commit either government to participation in the program but it is required for the U.S. to begin considering them for eligibility. In considering the potential eligibility of a country for the program, it is important to know that only official concessional debt owed to the U.S. government prior to January 1, 1998 may be treated. Qualifying debt includes USAID loans and loans made under the Food for Peace program (PL-480).  In addition, under the TFCA, a country must meet substantial political and economic reform eligibility criteria. 

To qualify on political criteria, an interested country must have a government which has:  been democratically elected; not repeatedly provided support for acts of international terrorism; not failed to cooperate on international narcotics control matters; and has not engaged in a consistent pattern of gross violations of internationally-recognized human rights.

To qualify on economic criteria, an interested country must have in effect, have approval for, or in exceptional circumstances, is making progress toward: an International Monetary Fund standby arrangement or an arrangement under the structural adjustment facility, and, as appropriate, structural or sectoral adjustment loans from the International Bank for Reconstruction and Development or the International Development Association. In addition, the country must have put in place investment reforms or have otherwise been implementing or making significant progress toward an open investment regime (e.g as evidenced through investment sector loans or bilateral investment treaties).  If appropriate, the country should also have a satisfactory financing program with its commercial lenders.

Consistent with the title and purpose of the Act, an interested country must also contain at least one tropical forest that is globally outstanding in terms of its biological diversity or that represents one of the larger intact blocks of tropical forests left on a regional, continental, or global scale.

Eligible Activities

Once a TFCA program has become established with an eligible participating country, the types of activities eligible for TFCA grants are broadly defined and include one or more of the following: 

· the establishment, restoration, protection, and maintenance of parks, protected areas and reserves;

·  training programs to increase the scientific, technical, and managerial capacities of organizations involved in conservation efforts;

·  the development of scientifically sound systems of natural resource management, including land and ecosystem management practices; 

· development and support of the livelihoods of individuals living in or near a tropical forest in a manner consistent with protecting that forest;

·  research and identification of medicinal uses of tropical forest plant life to treat human diseases, illnesses, and health concerns;

· and restoration, protection, or sustainable use of diverse animal and plant species.

The Debt Treatment Mechanisms

1.
Debt Restructuring 
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Under debt restructuring (a.k.a. debt reduction), debt owed to the U.S. government is reduced by a given amount based on net present expected value (NPEV – a risk adjusted net present value) of the country’s debt (expressed in terms of X cents to the U.S. dollar) and derived in part by the country’s ICRAS risk rating (U.S. "Inter-Agency Credit Risk Assessment System"). The outstanding reduced debt stock is reissued as a new dollar debt payable according to an agreed upon amortization schedule and concessional interest rate.   Principal payments would continue to be made to the U.S. government in U.S. dollars, but the interest stream is paid in local currency to a Tropical Forest Fund (TFF). 

Of the three debt treatment mechanisms, only debt restructuring requires the use of appropriated U.S. government dollars. The remaining two, the debt buy back and the debt swap, are considered "no cost" options to the U.S. government (exclusive of transaction costs).  Nevertheless, the debt swap could be subsidized by U.S. government appropriations should money be available and, all three mechanisms could, in theory, include some debt reduction through a TFCA subsidy.  U.S. government appropriated dollars under the debt restructuring mechanism pay for the “budgetary costs” of the transactions, including the net present value differences in restructuring the debt, as well as the foregone interest payments.

The most significant constraints to all TFCA treatment mechanisms are the availability of eligible debt, the "cost" of the debt (a function of the discount rate used), and the availability of funds to reduce or cancel the debt. The debt availability and debt cost are essentially fixed constraints, while the availability of funds is a variable constraint. In the case of the debt restructuring mechanism, the availability of U.S. appropriated dollars to undertake the transaction is, in fact, the most limiting variable constraint. The TFCA agreements in Bangladesh, El Salvador and the Republic of the Philippines were examples of the debt restructuring model.

2. Debt Buy Back

Under the debt buy back mechanism, the debtor country pays the U.S. Treasury a lump sum dollar payment equivalent to the NPEV of part of their outstanding debt. Concurrently, it makes lump sum payment in local currency into a Tropical Forest Fund (TFF) equal to the lesser of 40% of the purchase price of the debt or the difference between the face value and the purchase price. The formula works out such that for loans priced at 71 cents on the dollar or less the required endowment is 40% of the purchase price, while for loans priced higher than 71cents on the dollar, the required endowment is the difference between the purchase price and the face value of the loan.

This mechanism does not require appropriation of U.S. government funds as there is no debt reduction, and requires additional funding by the debtor in local currency. This mechanism may only be attractive to countries with relatively low priced debt as the inititial lump sum payment can pose quite a burden on the debtor country's cash flow.

Conversely, the prospect of immediately capitalizing a fully endowed TFF, and this is the only debt treatment mechanism that requires such, would be the preferred outcome for the beneficiaries of the fund. 
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3.
Debt Swap
Under a conventional bilateral debt swap, a third party (e.g. international conservation NGO) purchases part of the country’s debt from the U.S. government, paying the NPEV for the debt. Generally, the pincipal and interest are cancelled in a lump sum payment, albeit a new debt obligation could also be assumed. The debtor government’s obligation is then transferred to the third party. This debt is then repaid in local currency in an agreed upon amount and manner, often with government bonds. The terms of the agreement are negotiated among the third party, the eligible participating government and the U.S. government. As with the debt buy back example above, a significant constraint, is often the aforementioned dollar denominated lump sum payment. When the payment is close to face value, it is expensive regardless of who pays the bill.
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Because private capital is exclusively used to purchase the debt, U.S. statutes and policies specific to federally appropriated dollars should not apply. These include the creation and governance of a TFF.  For example, should all stakeholders agree during negotiations, the international NGO purchasing the debt could conceivably identify specific local conservation NGOs or specific projects to benefit directly from the local currency cash flows generated. This contrasts with the use of competitive grants administered through a TFF as required under the non-swap TFCA treatment mechanisms. This independence of design is an attractive feature to the contributing third party. 

In 2001, a new variation of the swap entitled a "subsidized debt swap" was permitted. When private funds (i.e. international NGO funds) are co-invested with those of the U.S. government, a subsidized debt swap is possible. The mechanism functions much like the conventional debt swap with the exception of the mix of funding used to cancel the debt obligation. With the funding mix comes shared responsibility for the outcome of the agreements.
The introduction of the subsidized debt swap has resulted in some greater flexibility in design of the agreements. Seldom do new funds have to be established. More frequently, a TFCA account is established with, and contracts services from, an existing fund (e.g. Peru & Panama), or simply directs the cash flows to specific NGOs (e.g. Belize).  Rather than create a board of directors, a similarly constituted oversight committee is generally charged with responsibility for the compliance with founding agreements.   
To date subsidized debt swaps have occurred in Belize, Peru and Panama. Using the Belize case as an example will serve to best illustrate the subsidized debt swap model.

The Belize Case

Signed August 2, 2001, this subsidized debt swap included the U.S. government, the Government of Belize (GOB) and The Nature Conservancy (TNC - an international NGO). The U.S. government contributed $5.5 million of appropriated funds and TNC contributed $1.3 million in private finds to reduced Belize’s official debt to the U.S. by $9 million.  Under the agreement, no new TFF was created to disburse competitive grants, so no administering board was created and no Tropical Forest Agreement was signed. Instead, a consortium of four local NGO’s will benefit directly from cash streams generated from new Government of Belize bond issues that will generate approximately $9 million in local currency payments over 26 years.  Only one of those four NGOs will issue competitive grants, the others will use the income to cover operating costs of managing protected areas. 

The area under protection status also increased as the GOB transferred 11,000 acres of Crown land to a participating local NGO and TNC also purchased and donated 23,000 acres of protected area to the same NGO. Although no Tropical Forest Agreement was signed, a lower tier Tropical Forest Conservation Agreement was developed between the GOB and the benefiting NGOs and an Oversight Committee was created.  

 Conclusions

There are no limitations on how large or how modest a deal can be, other than the limit of the total amount of outstanding P.L. 480 and USAID debt stock.   However there are two practical limitations.  First, those individual loans with lower NPEVs are more attractive for deals than ones with higher values. Second, U.S. government appropriations are limited each year and high demand from eligible countries results in initial deals that tend to be modest in terms of how much of the outstanding debt stock can be treated. To date, initial TFCA deals have involved U.S. government appropriations in the $5 to $7 million range treating loans totaling in the $10 to $35 million range and creating new tropical forest conservation trust funds in the $8 to $14 million range.

Of the six existing TFCA country programs, three have used the debt restructuring mechanism (Bangladesh, El Salvador, and the Philippines) and three have used the subsidized debt swap mechanism (Belize, Peru and Panama). The selection of the particular debt treatment mechanism generally reflects the presence, the amount and the source of the funding available to buy down the debt. As parties desire greater leverage of their invested dollars, a trend towards subsidized debt swaps has occurred, but only when the conditions for collaborative partnerships exist. In any case, the improved understanding of TFCA as a conservation finance tool has resulted in some significant win-win agreements for a number of interested parties. TFCA is proving to be a valuable tool to promote tropical forest conservation and civil society strengthening worldwide.   
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� The Foreign Assistance Act of 1961 (22 U.S.C. 2151 et seq.) Part V. Tropical Forest Conservation Act    of  1998. Sec. 802(b). 
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