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I. Introduction

The recent increase in the frequency and severity of external
debt servicing difficulties experienced by many developing countries has
become a major topic of concern in the present international economic
enviromment. In addressing this issue, commentators (who by now include
not only economic policymakers, but also increasingly domestic legisla-
tors, bankers, academics, and journalists) usually begin from an
assessment of the nature and causes of the present problems. Several
economic factors are frequently cited as responsible, with varying
degrees of importance; these include, inter alia, a deterioration in
the external terms of trade, the recession in industrial countries,
inappropriate economic and debt policy management on the part of
debtors, and unforeseen abrupt changes in lenders' behavior.

The discussion of the sources of the current difficulties along
the above lines, while helpful, to date has tended to remain couched in
rather general qualitative terms and, in most cases, does not appear to
have been based upon explicit quantitative investigation. However, an
empirical approach to some of the issues at hand would appear to be use-
ful, if only to seek to clarify the basis for the various views set
forth. For example, some developing countries clearly have experienced
considerably more severe debt servicing difficulties than others, and
it is important to try to form a judgment as to why this has been the
case. Also, it would seem desirable to ascertain the extent to which
there are significant differences in the sources of the debt problems
experienced by developing country subgroups which exhibit relatively
more homogenous economic characteristics. 1/

The purpose of this paper is to provide an empirical basis for
assessing the role of several economic factors which are frequently
cited as having contributed to the emergence of the present problems.
.Specifically, the study presents in a systematic way, information on
the evolution of major economic variables -for the group of non-oil
developing countries which rescheduled their debts during 1981-82.
While the approach taken is generally aggregative in nature, two
rescheduling country subgroups are distinguished, in terms of whether
countries relied significantly on external borrowing on commercial"
terms. For the two subgroups considered, the variables examined
include several important exogenous factors (i.e., terms of trade,
growth in export markets, and concessional aid flows), major economic
target variables (external current account variables, real economic
growth, and inflation), macroeconomic policy indicators (measures of
demand management policy and of exchange rate policy), and finally,

1/ For an empirical logit model approach to analyzing debt resched-
ulings during a longer period (1967-1982), the reader is referred to -
Cline (1983b). This study also contains references to earlier work in
the same area. McDonald (1982) discusses more general theoretical and
empirical issues relating to models of debt rescheduling.



variables relating to external debt management policy. Moreover, in . i
order to assess those factors which could help explain the relative !
incidence of debt difficulties, together with the data for the

rescheduling country groups, data for the same variables are also

presented for those comparable non-oil developing country groups which

did not reschedule their debt during this period.

While the analysis described below can provide some useful evidence
as regards those common elements that may have been present among the
group of countries which encountered particularly severe difficulties,
several important qualifications ought to be stressed. First, any
general inferences drawn cannot be interpreted as applying to any par-
ticular individual country owing to the aggregative nature of the
analysis and the diversity (in many respects) of the countries reviewed.
Second, the analysis deals only with major macroeconomic variables that
are susceptible of quantitative analysis; thus, the role played by
microeconomic policy variables or by variables that are not readily
quantifiable (such as political factors or regional “contagion effects™)
is not addressed directly., Third, as is discussed in more detail below,
there does not necessarily exist a clear-cut conceptual distinction
between countries that formally rescheduled their debts during a given
period and those that did not; for example, in some of the latter cases,
an informal “"unilateral” rescheduling (most commonly reflected in the
accumulation of arrears) may occur. Fourth, several countries not
included in the 1981-82 rescheduling group have subsequently undertaken
a rescheduling; thus, any conclusions drawn are relevant only as regards .‘,
the incidence of rescheduling that actually occurred in the period under
review. Finally, the analysis generally deals only with debtor country
behavior during the period ending in the year immediately preceding
that of the rescheduling; it does not investigate the behavior of
lenders, an aspect which plays a central role in determining whether
and (especially) when a rescheduling actually occurs.

The plan of the paper is as follows: Section II reviews those
factors thought likely to affect the incidence of rescheduling and
describes the methodology and data sources used in the statistical
analysis. Section III presents empirical evidence for the major vari-
ables considered. Finally, Section IV summarizes and evaluates the
paper's main findings.

IX. Methodology and Data Sources

This section describes (a) the factors likely to affect the
incidence of rescheduling; (b) the choice of rescheduling countries and
their division into two subgroups; (c) the methodology used to calculate
“group averages” for rescheduling and nonrescheduling countries, respec-
tively; and (d) the data sources employed. '




1. Factors affecting the incidence of rescheduling 1/

As background to the empirical investigation which follows, this
section reviews some of the most important underlying domestic and exo--
genous factors which can be expected to increase the likelihood of a
country entering into a rescheduling of its external debt obligations.
However, it should be emphasized that the discussion is intended only
to highlight the major elements present and does not address the precise
interaction between the various factors at work, including those relating
to behavior on the part of lenders.

From a conceptual viewpoint, it is useful to assume that at the
beginning of any period, the authorities do not know for certain whether
or not a rescheduling will become necessary during the pericd, as this
will depend to a large extent on whether lenders will provide sufficient
new funds so as to obviate the need for a rescheduling request.
Nevertheless, it appears likely that the authorities believe (at least
implicitly) that they face a "financing constraint” indicating that
the larger the degree of external adjustment undertaken, the less 1is
the likelihood that a rescheduling will become necessary. "Adjustment”
in this context refers to a reduction in net imports of goods and
services (other than interest payments). Thus, the larger such a
reduction, the less is the net external resource transfer (net external
borrowing minus interest payments) that will be required; other things
being equal, the likelihood (or probability) that such borrowing will
not be forthcoming (and hence, that a rescheduling request may result)
will tend to decline. - :

Faced with such a “"financing constraint™ (a constraint which
essentially reflects a subjective assessment of the country's credit-
worthiness), the authorities, when choosing to adopt policies designed
to achieve a given amount of external adjustment, can also be viewed as
implicitly accepting a certain (associated) degree of probability that a
rescheduling will result. In making such a choice, the authorities will
seek to minimize the costs associated with the two alternatives. Thus,
on the one hand, external adjustment implies costs associated with a
reduction in real expenditures of the population relative to their income
as the external current account deficit (net of interest) is reduced. 2/
At the same time, however, a rescheduling generally also involves some
costs. These include both possible political costs (associated with a

1/ A diagrammatic exposition of the arguments of this section is
provided in the Appendix.

2/ Strictly speaking, in a more complex multi-period world, this cost
should be thought of as the cost of adjusting now as opposed to adjusting
in a later period.




perceived loss of national pride) as

well as significant direct economic

costs, since for some time, new external credits are likely to dry up
sharply due to an impairment of creditor confidence. l/

Looked at from the above perspective, what is of interest is how
various factors may act so as to influence the country in the direction
of choosing a higher likelihood of rescheduling (together with an asso-

ciated lower degree of adjustment).

that at least some of these elements
in those countries that actually did
did not. Intuitively, these factors
foreign origin) can be thought of as
(1) those that worsen the "financial
believes it faces, i.e., which serve

In turn, one would then expect

were present to a greater degree
reschedule as opposed to those that
(which are of both domestic and
falling into two broad categories:
constraint” which the country

to increase the likelihood of

rescheduling associated with any degree of adjustment; and (1i1) those
that either increase the costs of external adjustment, or lower the costs
associated with a rescheduling--in both these instances, the costs that
the country perceives it faces are "tilted” more in favor of accepting

the rescheduling alternative. 2/

ae
"financial constraint”

Factors adversely affecting the country's

(i)

The interest cost of borrowing:

For a given degree'of

external adjustment (in the sense defined above), the larger are inter-
est costs, the greater will be the new borrowing required, and hence,
the greater is likely to be the probability that sufficient gross
foreign financing will not be available; ’

(11)

Inappropriate debt management policies, as reflected

either in an overdependence on variable interest rate borrowing in
conditions of interest rate uncertainty and/or in excessive nontrade-
related borrowing at shorter maturities; both of these also increase
the gross new borrowing needed to finance any degree of adjustment, and
thus raise the probability of rescheduling;

(iii)
policies which could dispel lenders"

postpone until later a rescheduling of a larger amount of debt.

Subjective perceptions of lenders:

The absence of
fears that lending now may only
While

this "confidence factor" is subjective, it can reasonably be surmised
that lenders would view major well-publicized indicators such as the
persistence of large external or budgetary deficits and/or high

}j While in the recent past some of these costs (e.g., the political
costs) to a certain extent may have lessened for some countries, never-
theless, they have undoubtedly played an important role in influencing
policymakers' attitudes in the period preceding the debt crisis (the
period relevant for the present analytical exercise),

2/ See the Appendix for a diagrammatic illustration of these

propositions.




" inflation rates as evidence that the "will to adjust” is not likely to
be present in the future, Political factors or regional "contagion”
effects may also serve to reduce lenders’ confidence in the creditworth-
iness of a particular country or group of countries; and

(iv) Objective constraints affecting lenders/donors:
Particularly in the case of commercial banks, the higher the existing
level of exposure (either to non-oil developing countries in general
and/or to a particular country), the more reluctant they may be to lend
new funds. This reluctance may stem directly from portfolio balancing
considerations and/or result from regulatory constraints. A fall in
concessional ODA flows (due, for example, to budgetary constraints in
donor countries) will have the same effect.

b. Factors tending to increase the cost of
adjustment and/or reduce the costs
associated with a rescheduling

(1) World market conditions: A fall in effective export.
demand (due to market weaknesses/protectionism, or both), and/or adverse
movements in the external terms of trade implies that, other things
being equal, any given degree of adjustment needs to be brought about
by a larger reduction in the volume of imports. :

(11) Inappropriate adjustment policies: The adoption of
policies which are at variance with least cost adjustment strategies
(for example, the pursuit of excessively deflationary policies in cir-
cumstances of nominal price rigidities, failure to use exchange rate
action as a tool of adjustment, or the presence of other relative price
distortions that reduce the productivity of investment). Apart from
their adverse effects on domestic output, such policies (for instance,
inappropriate interest rate and exchange rate policies) may also affect
directly the private capital account and contribute to the phenomenon
known as "capital flight.”

(i11) A lessening of the perceived costs associated with a
rescheduling: This may occur if, for example, rescheduling becomes a
more common occurrence and if, as a consequence, there 1s less of a
political or economic stigma associated with it.

The empirical analysis that follows is confined to those
macroeconomic variables that can be readily quantified. Thus, some of
the factors just mentioned are not addressed directly owing to data
limitations. These include political factors 1/ or regional "contagion”
effects, as well as the extent to which microeconomic distortions may

1/ For example, the effects of the Falklands crisis and events in
Poland on the perceived creditworthiness of Argentina and Eastern
European countries, respectively.




have affected the productivity of investment in debtor countries. 1/
Also, due to the unavailability of sufficiently reliable and comprehen-
sive data on private debt, the analysis of debt trends is confined to
the evolution of public and publicly guaranteed external debt; as a
corollary, measurement and recording difficulties have permitted only
an indirect and incomplete assessment of the potentially important role
played by "capital flight.”

2. Choice of countries

During the 1981~82 period, 23 countries entered into multilateral
debt rescheduling exercises covering debt owed to official and/or com—
mercial bank creditors. 2/ The term "rescheduling” as used in this
study covers cases where the debt renegotiation agreement consisted of
a refinancing arrangement in lieu of a formal rescheduling. Also, the
1982 group includes several instances where, although discussiouns with
commercial bank creditors had been substantially completed, the actual
signing of the agreement had not yet taken place by end-1982,

As noted in the Introduction, from an analytical point of view, the
division of countries between those that actually concluded debt rene-
gotiations during 1981-82 and those that did not inevitably involves a
certain degree of arbitrariness. For example, several countries not
included in the rescheduling comparator group were experiencing serious
debt servicing difficulties during this period—-—difficulties which, in
some cases, could be said to be as serious as those of countries that
actually sought a formal debt rescheduling. Despite a likely desire on
the part of some of these countries to reschedule their debt obligations
(rather than accumulate external payments arrears as tended to occur
instead), negotiations were not undertaken successfully, in part due to
the reluctance of creditors. 3/ While the number of such cases is quite
small relative to the total included in the comparator group, neverthe-
less, from the perspective of analyzing the sources of debt servicing
difficulties, the rescheduling/nonrescheduling group distinction used
in the study involves some distortion. Second, 4 of the 13 countries
in the 1981 rescheduling group had already rescheduled their debts in

1/ 1In addition, data and conceptual obstacles have prevented an
analysis of the current account in terms of trends in savings and
investment as opposed to changes in exports and imports.

2/ See Brau and Williams, (1984; Tables 7 and 9). This does not in-
clude the 1982 agreement with Turkey which involved adjustments of the
terms of a previous rescheduling.

3/ For instance, in the case of official debt renegotiations under
the aegis of the Paris Club, it is generally required that before the
debt rescheduling meeting occurs, a country which is a Fund member con-
clude a financial arrangement with the Fund involving upper credit
tranche conditionality.

7L F YRR



1980, 1/ Thus, their inclusion for comparison purposes in the resched-
uling group implicitly assumes that the 1981 rescheduling was an
"independent event” for these countries. Finally, it should be empha-
sized that a number of countries which did not fall into the 1981-82
rescheduling group considered in this study subsequently sought (and in
several instances obtained) a rescheduling during the course of 1983. 2/

With the exception of Poland (for whom the relevant data are not
readily available and which therefore has been excluded from the analy-
sis), the remaining 22 countries are all classified by the IMF as
“non-o0il developing countries.” However, within this group, from the
viewpoint of assessing the sources of external debt servicing diffi-
culties, it was felt useful to identify two separate subgroups
distinguished by their differential degree of reliance on international
credit markets. This distinguishing feature also is associated with
significant differences in the economic and structural characteristics
of the rescheduling countries. The first group (the 11 countries listed
as Group 1, see Table 1) consists of those countries with relatively
less recourse to international financial markets as indicated by the
fact that the proportion of their end-1981 disbursed external medium-
and long—-term public debt contracted at variable interest rates
was less than 25 percent. For these countries, on average, the propor-
tion of variable interest rate debt was 9 percent, and ranged from
less than 1 percent in the case of the Central African Republic to
22 percent for Malawi. 3/ Most members of this group were lower-income
African countries that relied very substantially on external financing
from official sources; thus, except for Malawi, Sudan, and Madagasacar,
their debt renegotiations involved only debt owed to official creditors.

By contrast, the 11 remaining rescheduling countries (Group II)
were characterized by a much greater recourse to international financial

1/ However, countries which rescheduled the debt in both 1981 and
1982 were included only in the 1981 rescheduling group.

2/ Approximately 8-9 countries not included in the 1981-82 resched-
uling group fall into this category. These countries were not included
in the rescheduling group, partly because of difficulties involved in
obtaining reliable recent data. In addition, in many instances, during
1981-82, the debt difficulties of the countries concerned had not yet
reached the acute stage. Thus, the use of the 1981-82 period as a cut-
off date, although somewhat arbitrary, is designed to investigate what
factors influenced the particularly acute difficulties experienced by
certain countries (i.e., defined as those that sought a rescheduling)
within that period. '

3/ As can be seen from the data in Table 1, choosing a "cut-of £
criterion” slightly different than 25 percent would only marginally
affect the composition of the two subgroups, owing to the bimodal nature
of the distribution.




Table 1. Rescheduling and Nonrescheduling Countries

Rescheduling Countries

Proportion of End~1981 Disbursed Extermal
Medium~ and Long-Term Debt Coutracted at
Variable Interest Rates (In percent)

Group I
1981
Central African Republic
Liberia
Madagascar t
Pakistan
Senegal
Sudan
Togo
Uganda
Zaire

— — —
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1982
Guyana 12.8
Malawi 21.8

Group II
1981
Bolivia 3
Jamaica 2
Nicaragua

1982 .
Argentina 59.4
Brazil 68.2
Chile 55.7
Costa Rica 45.2
Ecuador 62.7
Mexico 75.0
Romania .
Yugoslavia ’ 37.6

Nonrescheduling Countries

Group I

Afghanistan, Bangladesh, Benin, Botswana, Burma, Burundi, Cameroonm,
Chad, Dominica, Egypt, El Salvador, Ethiopia, Fiji, Gabon, The Gambia,
Ghana, Grenada, Guatemala, Haiti, Honduras, India, Jordan, Kenya,
Lesotho, Mali, Malta, Mauritania, Niger, Paraguay, Rwanda, Seychelles,
Sierra Leone, Singapore, Somalia, Srl Lanka, Suriname, Swaziland, Syrian
Arab Republic, Tanzania, Tunisia, Upper Volta, Weatern Samoa, Yemen
Arab Republic, P.D. Republic of Yemen, Zambia, Zimbabwe

Group II

Colombia, Cyprus, Dominican Republic, Greece, Hungary, Israel, Ivory
Coast, Korea, Malyasia, Mauritius, Morocco, Panama, Papua New Guinea,
Peru, Philippines, Portugal, Thailand, Trinidad and Tobago.

Source: Debtor Reporting System, World Bank.

1/ 1In the case of Nicaragua, the proportion of variable interest rate
debt in total debt was around 40 percent until end-1979. However, under
the terms of a 1980 rescheduling, a large part of the debt owed to com-
mercial banks was converted into fixed interest rate debt;. the difference
between the agreed fixed interest rate and the actual world rate was, in
effect, capitalized as a new loan repayable after a grace period of
several years.
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markets. Apart from Nicaragua .(where special circumstances applied 1/),
for this group, the proportion of debt incurred at variable interest
rates averaged 52 percent, ranging from 27 percent (Jamaica) to 75 per-—
cent (Brazil). 2/ With the exception of Romania and Yugoslavia, all of
the countries in this category were in Latin America or the Caribbean.
By comparison with Group I countries, this latter group enjoyed rela-
tively higher real income levels, a more diversified export base, and
generally maintained fewer restrictions on external current and capital
transactions. 3/

3. Calculation of averages and time period of analysis

a. Rescheduling group averages

For each variable, an average was calculated separately for
rescheduling Groups I and II equal to the median of the values of the
variable for each of the countries in the rescheduling group. The median
(rather than the mean) was employed so as to reduce the distorting
effect of outlier observations. ﬁ/ As a first step, the average was
computed for each year prior to the year in which the rescheduling
took place. Thus, for example, for Group I countries which undertook
a rescheduling in 1982, the rescheduling Group I average for "the year
prior to rescheduling” (T-1) refers to the median value of the variables
for those countries in 1981. Similarly, for countries which rescheduled
in 1981, the (T-1) average refers to the median value for this group in

1/ In the case of Nicaragua, the proportion of variable interest rate
debt to total debt was around 40 percent until end-1979. However, under
the terms of a 1980 rescheduling, a large part of the debt owed to com-
mercial banks was converted into fixed interest rate debt; the difference
between the agreed fixed interest rate and the actual world rate was, in
effect, capitalized as a new loan repayable after a grace period of
several years.

2/ Although precise data for Romania are not publicly available, it
is known that most of their external debt was owed to commercial banks.

3/ The use of any dividing criterion such as that employed here
involves, of course, a certain degree of arbitrariness. However,
employing other reasonable criteria would not tend to alter the subgroup
division to a very great extent., For example, if a real income per
capita level of $600 was chosen as a cut—-off point, all Group I resched-
uling countries would fall below this level (except for Malawi), and
all Group II countries would be above it. Choosing another alternative,
namely, the proportion of variable rate debt (medium- and long-term
only) to GNP, would lead to some difference, as a cut-off figure of,
say, 8 percent, would imply that three countries (Zaire, Togo, and
Liberia) would be switched from Group I to Group II. However, it can
be argued that on other grounds, these three countries should properly
belong to Group I.

4/ However, the qualitative conclusions which follow are not materi-
ally altered if the mean were to be used instead.
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1980. Second, in order to obtain an aggregate rescheduling Group I
average for T-1, a weighted arithmetic average of the 1981 and 1982
median values was calculated, using the relative proportions of 1981

and 1982 rescheduling countries in the total number of rescheduling
countries. l/ Similarly, rescheduling Group I aggregate averages were
calculated for periods T-2, T-3, etc; depending on the variable, in a
small number of cases, data were not available for certain countries for
some years. The same procedure following the identical steps was used
to derive rescheduling group averages for Group II.

b. Nonrescheduling group averages

As a standard of comparison for the outcome experienced by
rescheduling countries, in the case of each variable for the individual
years prior to the rescheduling, a corresponding average is presented
for countries that did not reschedule. The list of countries included
in these comparator subgroups is shown also in Table 1 (i.e., all non-
01l developing countries other than those that rescheduled in either
1981 or 1982--subdivided using the same 25 percent proportion of vari-
able rate debt"” criterion); depending on the variable, not all comparator
countries have been included in the calculation owing to data avail-

ability. The same calculating procedure was followed as for rescheduling

countries. Thus, for example, the comparator nonrescheduling group
average for 1982 Group I rescheduling countries for period T-1 is the
median value of the variable in 1981 for all non-oil developing coun-
tries with a proportion of variable rate debt less than 25 percent (other
than those belonging to the rescheduling group). The aggregate average
for the Group I comparator group in period T-1 was then calculated in

in the same way as for the rescheduling Group I aggregate average using
the identical weights for 1981 and 1982 that were employed to derive

the latter. Comparator aggregate averages for Group II countries were
derived similarly.

4. Data sources g/

The data for some macroeconomic variables used in the study were
obtained from the data base underlying the IMF World Economic OQutlook
(WEO) exercise. To some extent, these data are directly comparable to
those published in International Financial Statistics (IFS). However,
because in many cases, IFS data were not available in a suitable form
and/or on a sufficiently up-to-date basis, WEO data have been used
instead. Although the latter may involve some degree of estimation by

1/ These relative proportions refer to the number of countries (i.e.,
if there are, say, 5 Group I countries in the 1981 group and 10 in the
1982 group, the aggregate rescheduling Group I average for (T-1) is
(<33 x (the 1980 value for the 1981 group) + .66 x (the 1981 value for
the 1982 group)).

2/ 1In all cases, the data sources used were those available as of
the fall of 1983.
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the Fund staff or the authorities of the country concerned, the poten-
tial bias involved as a result is not considered to be significant., 1In
a number of cases where completely up-to-date information is available,
some series have been taken directly from IFS (e.g., series on the rate
of inflation and on monetary and credit variables).

The data relating to debt management policies are based on two
sources. Series on medium- and long-term external public sector debt
have been taken from the World Bank Debtor Reporting System (DRS).
While the DRS system includes some data on medium— and long-term private
nonguaranteed debt, as indicated above, these were not considered to be
sufficiently reliable and comprehensive to permit utilization in the
present study. Series for the maturity structure of debt owed to com-
mercial banks have been obtained from the BIS publication The Maturity
Distribution of International Bank Lending. Finally, data on conces-
sional aid flows have been derived from the Geographic Distribution of
Financial Flows to Developing Countries, published by the OECD.

ITI. Empirical Results

With the discussion of Section II.1 as background, this section
investigates the behavior of several major debtor country-related vari-
ables that can be viewed as potentially influencing the relative
incidence of debt servicing difficulties. The variables examined are
grouped as follows: (1) exogenous factors other than world interest
rates 1/ (movements in the terms of trade, the world recession, and .
changes in concessional aid flows); (2) aggregate macroeconomic variables
(the external current account deficit, the volume of exports and imports,
the rate of economic growth, and the domestic rate of inflation);

(3) major economic policy indicators (the growth of domestic credit and
the money supply, some partial indicators of fiscal trends, and movements
in the real effective exchange rate); and finally, (4) variables relating
to debt management policy (the rate of growth and maturity structure of
outstanding debt-—both medium— and long-term external public debt and
short-term commercial bank debt—-the composition of external borrowing,
and trends in debt service payments). It should be reiterated that
consistent with the underlying motivation of the study, the analysis
deals only with the aggregative outcome for the groups of rescheduling
and nonrescheduling countries, respectively, and thus masks differences
in individual country behavior that may be quite significant.

1/ A change in the level of world interest rates is not considered
by itself a possible determining factor distinguishing the experience
of rescheduling and nonrescheduling countries since, generally speaking,
all countries face the same world interest rate (e.g., LIBOR). However,
‘the impact of any given change in world interest rates depends upon the
composition of external borrowing (for example, the proportion of debt
contracted at variable interest rates) as between different countries.
For this reason, the role of interest rates is examined under the
heading of "debt management policies,"” (subsection 4, below).
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1. The impact of exogenous factors

Developments in the external terms of trade faced by non-oil
developing countries in the period under review are summarized in
Table 2. Reflecting the high inflation environment of the late seven-
ties, the average unit value of both exports and imports (measured in
U.S. dollars) rose sharply for both rescheduling country subgroups in
the period prior to their requesting a rescheduling. However, the over-
all impact of these trends on the external terms of trade differed as
between the two subgroups. Thus, Group I rescheduling countries exper-
ienced, on average, a cumulative terms of trade deterioration of between
4 percent and 10 percent (depending on whether one-year, three-year, or
five-year prerescheduling periods are considered). By contrast, a net
terms of trade improvement occurred overall for Group II rescheduling
countries amounting to between 1 percent and 13 percent (again depending
on the time period analyzed). '

Viewed in relation to the average experience of nonrescheduling
countries, the interpretation of the above trends depends on whether the
"lower income” or “"higher income" subgroups are considered. 1/ For the
former (i.e., Group I countries), the terms of trade deterioration
appears on average to have been not very dissimilar to that experienced
by the nonrescheduling comparators in the same time periods. For
example, in the one- and three-year periods prior to the rescheduling,
Group I rescheduling countries' terms of trade declined cumulatively on.
average by 4 percent and 10 percent, respectively, compared with
corresponding declines of 5 percent and 9 percent, respectively, for
nonrescheduling countries. Over a five-year period, Group I countries
experienced a cumulative terms of trade deterioration of 5 percent as
opposed to a rise of 0.5 percent for countries that did not reschedule.
By contrast, the average net Improvement in the terms of trade that
occurred for Group II rescheduling countries in all periods considered
represented a considerably more favorable outcome than that experienced
by nonrescheduling countries, where a deterioration took place. For
example, when the five-year period prior to rescheduling is taken as a
basis of comparison, the median terms of trade of Group II rescheduling
countries rose cumulatively by 13 percent, while for nonrescheduling
countries, a fall of 6 percent occurred.

Apart from the impact of world inflation, the recessionary
environment of 1980-81 affected adversely the export growth potential
of all non-oil LDCs, due to both a general weakening of world demand as
well as some likely intensification of protectionist measures by indus-
trial countries. While in general, one might expect that these
influences might affect all developing countries in a roughly equal man-
ner, it is possible that since the extent and severity of the recession

l/ For the reason explained in Section II.2 (p. 9), the terms "low
income”/"high income"” and “Group I"/"Group II" are used interchangeably
in what follows.

.
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Table 2. Non-0il LDCs: Rescheduling and Nonrescheduling Countries--
Impact of Exogenous Factors

Years Prior to Rescheduling
S-Year Period 3-Year Period 1-Year Period

I. Evolution of External Terms of Trade

(Cumulative percent change in median value) 1/

A. Export Unit Value

Group I
Rescheduling countries 65.1 38.1 10.9
Nonrescheduling countries 70.6 37.8 9.5
Group II
Rescheduling countries 78.3 41.7 7.0
Nonrescheduling countries 52.0 34.3 1.6
B. Import Unit Value
Group I -
Rescheduling countries 73.7 53.8 15.5
Nonrescheduling countries 69.7 51.3 15.4
Group II
Rescheduling countries 57.3 40.2 5.7
Nonrescheduling countries 6641 47.8 6.1
C. Terms of Trade A/B
Group I
Rescheduling countries =5.0 -10.2 4.0
Nonrescheduling countries 0.6 -8.9 =5.1
Group II
Rescheduling countries 13.4 1.1 1.2
Nonrescheduling countries -8.5 -9.1 =442

II. Growth in Non-0il Import Volume of Partner Industrial Countries 2/

(Cumulative percent change in median value) 2/

Group I :
Rescheduling countries ces 20.5 4.1
Nonrescheduling countries e 19.4 3.4
Group II
Rescheduling countries eee l4.6 3.2
Nonrescheduling countries ere 14.9 3.2
III. Net Inflows of Concessional Assistance
(As a percent of GDP; 3/ median value)
Group I
Rescheduling countries 6.9 7.5 8.2
Nonrescheduling countries 8.2 8.3 8.2
Group II
Rescheduling countries 0.9 1.2 1.3
Nonrescheduling countries 1.1 1.2 1.1

Source: Data base underlying the World Economic Outlook exercise; and
Geographical Distribution of Flows to Developing Countries, OECD.

1/ Measured in U.S. dollars.

2/ 1Individual country data are calculated as a weighted average of the change
in the volume of non-oil imports of individual industrial countries; the weights
are derived from data on the direction of each non-oil developing country's
exports.

3/ In a small number of instances, ratios to GNP have been used instead.
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differed as between industrial countries, some individual developing ‘
countries may have been more adversely affected than others. In order

to investigate this question, series were estimated for the export mar-

ket growth faced by each non-oil developing country, using the weighted
average growth in non-oil import volume of partner industrial countries. 1/
The resulting series (also shown in Table 2, 2/) suggest (perhaps not
surprisingly) that there was a negligible difference on average between

the growth in export markets for countries experiencing a rescheduling

and those that did not. Thus, this adverse aspect of the recession

appears to have been experienced by each country subgroup in a relatively
uniform manner. :

Finally, Table 2 presents some evidence as regards the extent to
which developing countries may have experienced a cutback in conces-
sional ODA assistance during the periods under review (for example, due,
in part, to budgetary constraints in donor countries). However, it is
of some interest to observe that if net concessional aid flows measured
in relation to recipient countries' GNP is used as an indicator, such a
cutback appears not to have generally occurred. In the case of non-
rescheduling countries in both Group I and Group II, the above-mentioned
ratio tended to remain constant, while rescheduling countries experienced
a rise in their net concessional flow/GDP ratio. For instance, for
Group I countries (in whose case, by definition, concessional flows
are of considerable importance for external economic management), the
ratio increased from 7 percent on average in the five-year prerescheduling
period to 8 percent in the immediate prerescheduling period. 2/- ‘:‘-;}

In summary, the above analysis suggests that so far as changes in
the terms of trade, export demand, and net concessional aid flows are
concerned, rescheduling countries on average could not be said to have
been affected any more adversely by the recent international economic
disturbances by comparison with countries that did not reschedule.
Indeed, to the extent that the data do indicate differences, Group II
rescheduling countries, in contrast to the general tendency for
countries in this group, appear to have experienced on average some
slight improvement in their external terms of trade in the periods prior
to rescheduling. In the case of Group I reschedulers, the same appears
to be true to some extent as regards concessional aid assistance.

l/ Weights were derived from data on the direction of each nomoil
developing country's exports.

2/ Series were avallable only for years covering the three-year
period prior to the rescheduling.

3/ It is possible that this ratio could be a biased indicator,
reflecting changes in the denominator (i.e., in GNP). However, when
concessional assistance is measured directly in U,S. dollar terms, the
trend already noted appears to be more pronounced. Thus, for Group I
rescheduling countries, net ODA flows on average rose from $77 million
to $180 million during the five-year period preceding the rescheduling,
while for nonrescheduling countries, the corresponding increase was
from $61 million to $116 million. ‘
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CHART 1
NOLDCs: RESCHEDULING AND NON-RESCHEDULING GROUPS

EVOLUTION OF EXTERNAL CURRENT
ACCOUNT DEFICIT RELATIVE TO GNP*2

- == Rescheduling countries —— Non-rescheduling countries

Per__gem of GNP
16 GROUP | COUNTRIES

£ o ——

14+

12 ~

Years prior to
0 | | | { | ) | rescheduling
1-6 t-5 t-4 t-3 t-2 t-1 (period t)
Per cent of GNP

10 GROUP It COUNTRIES

2 ] { | I | Years prior to
1 rescheduling
{period t)

Saurce: Data base underlying the World Economic Outlook exercise.
Data shown are medians of individual country data for each group.
In a small number of instances, ratios to GDP have been used instead.
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Aggregate macroeconomic performance

It is generally accepted that an important factor that may affect
the likelihood of a country seeking a debt rescheduling is the size of
the country's external current account deficit. First, in an obvious
sense, assuming no deterioration in the overall balance of payments is
envisaged, financing the current account deficit implies an equivalent

- {ncrease in the aggregate net exposure of all creditors, 1/ an increase
' that, depending on prevailing circumstances, they may be reluctant to
undertake. Second, apart from this direct impact, creditors may view
movements in the current account deficit as an indicator of the author-
ities' ability to undertake needed external adjustment. Thus, while the
financing of a particular current account deficit may not present a prob~
lem in any given period, creditors may believe that in the absence of
evidence indicating a capacity to adjust, the probability of a resched-
g2 uling occurring in a subsequent period is quite high. 1In such
circumstances, they might prefer to experience now a rescheduling
applied to a certain stock of debt rather than supply new funds which
might subsequently be subject to a rescheduling.

Comparative trends in the current account deficit in relation to
GNP are shown in Chart 1. 1In the case of Group I rescheduling coun-
tries, their deficit/GNP ratio appears on average to have been broadly
in line with that of the nonrescheduling country comparators in the
earlier years prior to the occurrence of the rescheduling. However, in
the two immediate prerescheduling years, their deficit was somewhat
higher, although the difference is not very marked (an average deficit
of 15.3 percent compared with an average deficit for nonrescheduling
countries of 12.9 percent).

However, for the Group II category, the deficit/GNP ratio of all
rescheduling countries, in each of the yearly periods prior to resched-
uling, was on average lower than that of the countries which did not
reschedule, Thus, for the entire six-year prerescheduling period, the
rescheduling countries' deficit averaged 4.3 percent of GNP compared
with a corresponding ratio fo 6.0 percent for the nonrescheduling coun-
try group. In other words, measured in relation to available domestic
resources, the total net recourse to external financing sources on the
part of rescheduling countries does not appear to have been any greater
than the average experienced by comparable developing countries.

It should be emphasized that the evolution of the current account
deficit is only one (and by no means necessarily the most crucial)

aspect of a country's performance that affects the likelihood of it
incurring debt servicing difficulties. So far as the external position

1s concerned, the evolution of exports and imports is also of conslderable
importance. For example, other things being equal, a country which

1/ The tem “creditors” includes in this context, providers of
"nondebt-creating” flows (e.g., direct investment).
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achieves rapid export growth accompanied by an expansion of imports

may be less prone to difficulties than a country experiencing a declining
export performance, which then requires a cutback in imports in order

to maintain the external deficit within financeable limits. Comparing
the two situations, even if at present the total external borrowing
requirement is the same, in the latter case, debt service payments

will tend to absorb an increasing proportion of foreign exchange earnings.
Moreover, the enforced decline in imports, besides being likely to

affect adversely the productive capacity of the economy (including the
export sector), will tend to increase domestic inflationary pressures,
thus complicating adjustment efforts aimed at restoring internal and
external balance. In such circumstances, creditors may come to doubt

the country’'s ability to sustain a continued compression of imports

and may conclude that debt servicing difficulties are likely to emerge

in the not-too-distant future. By contrast, creditors are likely to
have greater confidence in continued lending to an economy the exports

of which are expanding rapidly with accompanying increases in the
country's productive base.

Evidence on the evolution of the volume of exports and imports is
summarized in Chart .2. For Group I rescheduling countries, their export
performance overall appears to have been distinctly umfavorable, in
both an absolute and relative sense. Thus, total exports of these
countries experienced an annual average decline of 0.5 percent during
the five-year period prior to the rescheduling, while the comparator
nonrescheduling group recorded a corresponding rise of 2.9 percent. The
contrast was even more marked for imports. In the same period, for
rescheduling countries, real imports fell at an anmual average rate of
1.0 percent, while for nonrescheduling countries, there was a corres-
ponding increase of 6.8 percent. Moreover, as can be seen from Chart 2,
these differences in the evolution of both exports and imports were very
similar irrespective of the period of the calculations. Thus, the trade
performance of Group I rescheduling countries appears to have been
clearly such as to have been a potentially important contributing factor
to their experiencing debt servicing difficulties,

The trade performance of Group II rescheduling countries over the
longer (i.e., five years) time period was more in line with average non-
oil LDC tremnds, although their export performance on average lagged
somewhat behind that of the nonrescheduling group (namely, an- annual
average real growth of 4.8 percent compared with a comparator growth of
6.8 percent). Also, throughout this time period, real import growth was
slightly less, on average, for the rescheduling countries. However, in
the year immediately prior to rescheduling, exports of rescheduling coun-
tries rose relatively sharply in volume terms, by 6.2 percent compared
with a corresponding increase of 3.3 percent for nonrescheduling
countries. At the same time, import volume for this group declined by
1.9 percent, while it rose (by 1.9 percent) for countries that did not
reschedule. These data suggest that in the period immediately prior to
the rescheduling, some turnaround in their real trade balance (at least

”,
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CHART 2
NOLDCs: RESCHEDULING AND NON-RESCHEDULING GROUPS
EXTERNAL TRADE INDICATORS®
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Source: Data base underlying the World Economic Outlook exercise.
1Data shown are derived from medians of individual country data for each group.
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in a relative sense) occurred for Group II countries, as reflected in a
better-than-average export performance and reduced reliance on imports.

Perhaps not surprisingly, the above trade performance patterns were
mirrored to a considerable extent in real economic growth trends
(Table 3). Reflecting the decline in both exports and imports just
noted, Group I rescheduling countries consistently exhibited markedly
less favorable changes in real GNP. The poorer growth performance was
most noticeable in the immediate prerescheduling period, when resched-
uling countries’ GDP actually fell on average (by 0.5 percent), while
comparable nonrescheduling countries maintained a real growth rate
slightly in excess of 4 percent.

In the case of Group II countries, during the three-year and
five~year prerescheduling periods, the real growth rates achieved by
rescheduling countries were slightly less than the nonrescheduling
average, by 1/2 percentage point to 1 percentage point. It is of inter-
est to note that in the immediate prerescheduling period, a somewhat
larger difference occurred (1.7 percent compared with 3.3 percent for
nonrescheduling countries). This more marked divergence is consistent
with the tendency noted above for this group of rescheduling countries
to have recorded some turnaround in their external trade account in this
period, an outcome that may have been brought about at least in part
by the adoption of measures that had the effect of slowing down the rate
of growth of domestic economic activity.

Finally, an important and well~publicized "perception factor”
affecting creditor attitudes is the rate of domestic inflation. While
theoretically the potentially adverse effects of a country maintaining
a rate of domestic inflation higher than that of its trading partners
can be offset through an appropriate exchange rate policy, significant
doubts are likely to arise as to the feasibility and sustainability of
such an approach, especially over a longer time period. It is also
generally accepted that the persistence of excessive rates of inflationm,
besides being a direct outgrowth of domestic financial imbalances, in
practice imposes considerable resource allocative costs that, over
time, will adversely affect the economy's debt servicing capacity.

As shown in Table 3, both Group I and Group II rescheduling
countries experienced consistently higher inflation rates than comparable
nonrescheduling countries. Moreover, in the case of Group I countries,
it is 1likely that the recorded inflation data for this group understate
the actual underlying inflation rate in view of the prevalence of
administered pricing policies. 1/ For Group II countries (the majority
of which are in Latin America), the average recorded inflation rate was
10~12 percentage points higher than the nonrescheduling average in either
the three-year or five-year prerescheduling periods. It may also be
noted that this "inflation differential” doubled to almost 20 percentage
points in the year immediately preceding the rescheduling.

1/ This issue is addressed in more detail below (see Section IIIL.3).
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Table 3. Non-0il LDCs: Rescheduling and Nonrescheduling Countries--

Comparative Economic Growth and Inflation

(Percent change in median value 1/; annual average)

-
) 24

Years Prior to Rescheduling

5-Year Period

3-Year Period 1-Year Period

A.
Group I
Rescheduling countries 1.9
Nonrescheduling countries 5.4
Group II
Rescheduling countries 4.3
Nonrescheduling countries 4.8

B. Change in Consumer Prices 3/

Group I
Rescheduling countries 11,7
Nonrescheduling countries 10.8
Group II
Rescheduling countries 23.8
Nonrescheduling countries 14.3

Change in Real GNP 2/

£
-
\C

3.1
4.1

_005
442

1.7
3.3

Source: Data base underlying the World Economic Outlook exercise; and

International Financial Statistics (various issues), IMF.

1/ Data shown are based on medians of individual country data for each group.

2/ In a small number of instances, changes in GNP have been used instead.

3/ Based on end-period data; where consumer prices shown for end-December
are not available, series for the first quarter have been used instead.
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To summarize, the above results suggest some overall noticeable .
differences in relative aggregate macroeconomic performance of the
rescheduling countries reviewed. For the Group I subgroup, while a
slightly higher external current account deficit (in relation to GNP)
than the average was experienced in the two years prior to the resched-
uling, the most striking feature of their performance was the notable
weakness of exports (in volume terms) which was accompanied by sharp and
prolonged import cutbacks. In turn, this outcome is likely to have con-
tributed directly to the consistently poor economic growth which these
countries achieved as well as their generally higher (recorded) infla-
tion rates. By contrast, the external current account deficit/GNP ratio
incurred by Group II rescheduling countries was generally somewhat less
than that of comparable countries which did not reschedule. Considering
the entire five-year period reviewed, the former's export performance
was less favorable than the average experience, and the rate of growth
of imports (as well as of real GNP) also appeared to be somewhat lower.
However, it may be noted that in the year immediately prior to the
rescheduling, these rescheduling countries experienced, in real terms,

a noticeably faster export growth, a significant reduction in imports,
and a slowdown in economic growth; nevertheless, their current account
deficit ratio, on average, remained roughly unchanged. Finally, domestic
inflation rates for these countries were consistently and markedly higher
than for the comparable nonrescheduling groups.

3. Macroeconomic policy indicators

In this section, the behavior of selected major macroeconomic
policy indicators, viz., the growth in credit and money, partial indi-
cators of fiscal trends, and movements in real effective exchange rates
are examined. So far as demand management policies are concerned, not
surprisingly~—-in view of their relatively higher inflation rates already
noted—-both groups of rescheduling countries experienced consistently
higher rates of credit expansion compared with nonrescheduling countries
(Table 4); this generally was the case both for total net domestic
credit and net credit to government; however, during the year prior to
the rescheduling, the rate of expansion of net credit to govermment in
Group II reschedulers on average recorded a sharp relative decline.

Largely reflecting the above behavior of credit, the growth of the
broad money supply (money and quasi-money) also tended to be consider-
ably higher for rescheduling countries. However, it may be observed
that this difference in behavior was much more pronounced in the case
of Group II countries, an outcome consistent with the markedly less
favorable inflation performance for this group (moted earlier). By
contrast, it was observed above that so far as the external current
deficit was concerned, the performance of Group II rescheduling coun-—
_tries was more favorable than that of Group I. Taken together, this
suggests that the high rates of credit expansion experienced by both
rescheduling country groups could have had an impact in somewhat dif-
ferent ways; on average, for Group II countries, the expansion in credit
may have had a greater effect on domestic inflation as opposed to
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Table 4. Non—-0il LDCs--Rescheduling and Nonrescheduling Countries: &Jg
Comparative Expansion in Money and Credit

(Percent change; annual average) 1/

Years Prior to Rescheduling
5-Year Period 3-Year Period 1-Year Period

A. Net Domestic Credit 2/

Group 1 .
Rescheduling countries . 29.0 29.6 34.6
Nonrescheduling countries 20.0 21.0 23.0
Group 11
Rescheduling countries 45,1 43.2 46.8
Nonrescheduling countries 27.3 27.2 31.7
B. Net Credit to Government 2/
Group 1
Rescheduling countries. 13.0 14.6 12.9 -
Nonrescheduling countries 4,2 5.0 4.6 .ﬁ’
Group II
Rescheduling countries : 13.4 15.0 5.6
Nonrescheduling countries 5.9 6.2 8.5
C. Money and Quasi-Money
Group 1 :
Rescheduling countries - 22,9 o 22.2 27.9
Nonrescheduling countries 19.2 17.7 16.5
Group II
Rescheduling countries 31.9 32.0 35.9
Nonrescheduling countries 22.8 22.3 20.3

Source: International Financilal Statistics, International Monetary Fund.

1/ Data shown are based on medians of individual country data for each
group.
3/ In relation to the beginning period stock of money and quasi-money.
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CHART 3
NOLDCs: RESCHEDULING AND NON-RESCHEDULING GROUPS
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spilling over into the external current account, while the tendency in
the case of Group I countries may have been in the opposite direction..l/

Turning to the fiscal component of demand management policles, lack
of data prevents a comprehensive examination of overall budgetary
trends. 2/ However, available data on .two important financing components
of the overall public sector deficit, namely, the ratios to GNP of
(a) domestic bank financing of the budget and (b) net medium— and long-
term external financing of the public sector, are shown in Chart 3.

For Group I reschedulers, it appears that both of these components were
significantly higher to begin with than for nonreschedulers, and that
this difference increased over time. The sum of the two components,
which amounted to about 8.5 percent five years prior to the rescheduling
year, increased to over 11 percent by the year immediately preceding the
rescheduling; by contrast, for nonrescheduling countries, the ratio
during the corresponding period rose from just under 6 percent to

about 7 percent.

For the Group II category, however, on average, the difference in
the behavior of these fiscal indicators (considered together) as
between rescheduling and nonrescheduling country groups was somewhat
less striking. While the bank financing component in most years was
higher for the former, the contribution of foreign financing was lower
in some years. Overall, the sum of the two components tended to be
about 1-2 percentage points higher in the case of rescheduling countries.
It may be noted, however, that in the year immediately preceding the
rescheduling, the expansionary contribution emanating from these sources
declined quite sharply, from about 7 percent to about 4-1/2 percent
(consistent perhaps with the observed leveling off of their external
current deficit noted earlier).

It should be emphasized, however, that the previous discussion
analyzed only certain components of the overall public sector deficit.
Thus, an overall assessment of the expansionary impact of the public
sector would require, in addition, data on both nonbank domestic
financing of the budget and domestic bank financing of the public sector
(other than the budget). For this reason, the above results should be
viewed with particular cautiom. 3/

1/ However, an important caveat should be borne in mind here, namely,
the extent to which recorded price indices may understate actual infla-
tion; this problem is more likely to be present in the case of Group I
countries.

2/ Comprehensive sufficiently recent data which follow the IMF's
Government Financial Statistics (GFS) format are only widely available
for a small number of rescheduling countries.

3/ For example, in the case of some individual Latin American coun-
tries included in the rescheduling group, it is known that domestic
nonbank financing of the budget was at least as large as the domestic
‘bank financing component during certain periods.
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Together with demand management policies, exchange rate policy
will have an important impact on the attaimment of internal and external
balance. While a thorough assessment of the role of this policy vari-
able lies outside the scope of this study, nevertheless, as a useful
starting point, it is of interest to examine the behavior of real effec-

tive exchange rates. 1/

The behavior of the average real effective exchange rate series
during the two years prior to the rescheduling is shown in Chart 4; 2/
also included are data referring to the six-month period during the year
of the rescheduling itself. For the Group I reschedulers, a cumulative
real appreciation of about 4 percent to 9 percent occurred during this
period, depending on whether or not the first half of the rescheduling
year is included; this appreciation was similar to that also experienced
by nonrescheduling countries. However, in assessing these figures, it
should be borne in mind that due to the widespread existence of price
controls, recorded price indices may tend to understate the degree of
actual inflation and, therefore, the extent of any appreciation of the
real exchange rate may also be understated. To illustrate this point,
the cumulative expansion in broad money and real economic growth for
Group I rescheduling countries during the three-year period preceding
the rescheduling on average amounted to 83 percent and 3 percent,
respectively, trends which, on the assumption of a constant income velo-
city of money, would imply an inflation rate in the order of 80 percent.
However, during the same period, (recorded) consumer prices rose much
less, namely, by 46 percent. While some part of this "discrepancy” of
34 percentage points could be due to changes in the velocity of money,
it seems quite probable that a significant portion results from an
under-recording of actual price increases. 3/

In the case of Group II rescheduling countries, there was a more
pronounced measured real appreciation of the exchange rate. Also, it
may be noted that for this group, the above problem of "controlled”
prices may be less significant from the point of view of interpreting

1/ TFor a review of the advantages and limitations of the analysis of
real effective exchange rates, see Maciejewski (1983).

2/ The data shown are derived from individual country series
calculated in a broadly uniform manner by the Fund staff using major
trade partner weights and consumer price indices. The data only extend
back as far as 1977-78.

3/ A similar, although much smaller, difference is present in the
case of Group I nonrescheduling countries. For the latter, in the corre-
sponding period, the cumulative increases in broad money and economic
growth averaged 77 percent and 16 percent, respectively, which on the
same (constant income velocity) assumption would imply an implied infla-
tion rate of 61 percent. The actual inflation rate was 46 percent,
i.e., there was a "discrepancy factor” of 15 percentage points.
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CHART 4
NOLDCs: RESCHEDULING AND NON-RESCHEDULING GROUPS
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these movements in real exchange rates. l/ During the two-year prere-
scheduling period, a real appreciation of almost 21 percent occurred

on average, compared with an appreciation for nonrescheduling countries
of only 4 percent. However, during the first six months of the year of
the rescheduling itself, just under half of the appreciation for
rescheduling countries was reversed.

Apart from the effect on the external trade account, the evolution
of real effective exchange rates (together with movements in real
interest rates) is likely to have a significant effect on private
capital flows. In situations where these variables move in a markedly
adverse direction (and/or when other intangible "confidence factors”
become critical) substantial unrecorded net private capital outflows
may result. It is commonly believed that this latter element, the
phenomenon known as “capital flight,” was an important factor in
aggravating the external payments difficulties of several rescheduling
countries, particularly those in Latin America and the Caribbean.
While direct estimation of capital flight is, by definition, extremely
difficult, nevertheless, some indirect evidence may be obtained by
examining trends in the "errors and omissions” item in the balance of
payments. Considering the Group II Latin American and Caribbean _
rescheduling countries where traditionally private capital movements
have played an important financial role, the mean value of their “"errors
and omissions” rose from an anmual average equivalent to -4 percent of
exports during 1977-79 to -19 percent of exports during -1980-81. By
contrast, during the same periods, the corresponding average for the
nonrescheduling Group II moved in the opposite direction, from -3 per-
cent to 4 percent. Moreover, while this average outcome is dominated
by large movements in the case of three of the countries in question,

1/ Thus, comparing the data for broad money growth, economic growth,
and the inflation rate, the discrepancy factor amounted to 3 percent
(reschedulers) and 10 percent (nonreschedulers) for Group II. This com-
pares with discrepancy factors of 34 percent and 21 percent, respectively,
for Group I countries.
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nevertheless, it is very striking to note that during these periods,
this variable moved in an unfavorable direction in the case of each
individual country in the group. 1/ These results tend to confirm the
general importance of unrecorded net capital outflows as a contributing
factor to the difficulties of rescheduling countries.

In summary, so far as demand management policies are concerned,
both rescheduling country groups tended to experience more rapid rates
of expansion in total credit, net credit to govermment, and the money
supply. Some available partial indicators of trends in fiscal policy
also suggest a more expansionary stance than average, particularly in
the case of the Group I category. Rescheduling countries also experi-
enced some appreclation in their real effective exchange rates, most
notably for Group II countries; however, the (smaller) appreciation
calculated for the Group I category may understate the appreciation
that actually occurred due to an under-recording of inflation by
official price indices. 1In addition, the evidence suggests that an
important role was played by capital flight in the case of Group II
reschedulers,

4.  External debt management policies

Chart 5 presents data on the evolution of total medium— and
long-term external public debt. In the six-year period preceding the

rescheduling, such debt for the rescheduling country subgroups on average

rose about two and one half times (by 252 percent and 246 percent,
respectively), an increase that was about 20 percentage points higher
than that experienced by the comparator country groups. However, so
far as the debt/GNP ratio is concerned, this ratio for rescheduling
Group I countries was both significantly larger to begin with (28 per-
cent six years prior to the rescheduling versus 18 percent for
nonrescheduling countries) and grew somewhat more rapidly, reaching

44 percent in the prerescheduling year (compared with 29 percent for

1/ The median figures are as follows (errors and omissions as a per-
cent of exports):

1977-79 1980-81

(Annual average)

Group II rescheduling countries
(Latin American and Caribbean
countries only) ~2 -8

Group II comparators -1 0

)
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CHART 5
NOLDCs: RESCHEDULING AND NON-RESCHEDULING GROUPS
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the nonrescheduling group). For the Group II category, the ratios for
both reschedulers and nonreschedulers were similar at the outset (in
the range of 15 percent to 18 percent) and increased at a roughly equal
(albeit more moderate) rate, reaching levels of between 22 percent and
25 percent in the year preceding the rescheduling. This approximately
similar rate of increase occurred despite the fact that as noted above,
the current account deficit of Group II rescheduling countries overall
was somewhat lower than the comparator average; thus, it is possible
that in financing their deficit, the rescheduling countries may have
relied to a somewhat greater extent on net medium and long-term debt

inflows to the public sector (as opposed to direct investment, private
financial capital inflows, or reductions in net foreign assets).

Apart from the total size of foreign borrowing, the maturity
structure of debt plays an extremely important role in determining the
vulnerability of borrowing countries to unforeseen changes in the supply
of foreign financing. Thus, the larger the amortization repayments
falling due, the greater will be the gross new inflows needed to finance
a given net foreign capltal requirement. It is fairly generally accepted
that a major aspect of the 1981-82 debt difficulties was such a reap-
praisal of attitudes on the part of lenders. 1/

Unfortunately, comprehensive data on the maturity structure of
total external debt are not avallable. However, in the case of debt
owed to commercial banks, reasonably complete data can be obtained for
the amortization falling due for individual borrowing countries. Since
commercial banking flows are more likely to be susceptible to abrupt
shifts in lending attitudes, examination of these data can yield insights
into this important aspect of debt management policies.

l/ While not the main focus of this study, some of the supply-related
factors which are likely to have adversely affected lending attitudes
may be noted. On the one hand, longer-run portfolio considerations
played some role; these include: the sharp prior rise in total interna-
tional lending (especially to developing countries) relative to domestic
lending, and the possibility that continued financing of prospective
developing country deficits would cause this share to rise further; the
concentration of bank claims (at least of the U.S. banks) in a number of
important rescheduling countries; and the consequent perception that the
quality of foreign bank assets may have deteriorated relative to that of
bank capital. In addition, these underlying factors were significantly
aggravated by shorter-term aspects, including a recession-induced dete-
rioration in the quality of some domestic bank assets, events in Eastern
Europe, the effects of the U.S. dollar depreciation on measured capital/
asset ratios for non-U.S. banks, and finally, significant disturbances
in the international interbank market which were associated with diffi-
culties in monitoring and evaluating certain types of market behavior.
For a review of many of the above aspects, see Williams, Keller, Lipsky,
and Mathieson (1983), and also Cline (1983a). The overall role played
by supply factors is discussed further in Section IV below,
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Chart 6 indicates the shifts in the maturity structure of external
liabilities owed to commercial banks in the three-year period preceding
the rescheduling. 1/ In the case of Group I reschedulers, a sharp
increase in the proportion of shorter maturities falling due occurred.
Thus, the share of remaining maturities of one year or less rose on
average from 35 percent to 52 percent, while for maturities of two years
or less, the increase was from 44 percent to 57 percent. By way of com—
parison, for countries in this group that did not reschedule, the shares
of shorter maturities in total bank debt actually declined. However,
while the above trends are likely to have increased the relative likeli-
hood of certain countries encountering debt servicing difficulties,
nevertheless, this element may not have been of great overall quantita-
tive significance, since by definition, for Group I countries, the share
of commercial bank debt in total debt was relatively small. On the other
hand, for Group II countries relyling much more heavily on commercial
financing, the maturity structure of bank debt was a centrally important
aspect of thelr external debt management policies. The data indicate
that for countries in this category, the proportion of one-year maturity
or under debt owed by both the rescheduling and nonrescheduling country
groups remained roughly constant during the three—-year prerescheduling
period, while an approximately equal decline (as between the two groups)
in the share of debt with a two~year maturity or less occurred.

However, neither the absolute size of short-term debt nor the
relative proportion of such debt in total debt by themselves are the
most useful measures of a country's vulnerability to unexpected inter—
ruptions in the supply of gross new external financing. The evolution
of short-term debt in relation to available intermational reserves or
exports is a more meaningful indicator of the extent to which external
1iabilities falling due in the immediate period ahead represent a claim
on the svock or the flow of available foreign exchange. Also, measuring
short-term debt in relation to both exports and imports indicates the
extent to which this type of external financing may have become asso-
clated with direct balance of payments financing--thus tending to
contribute to the postponement of adjustment--as opposed to being
trade~related in nature.

Several measures of the potential vulnerability associated with
countries’ external short-term debt positions are presented in Chart 7.
During the period considered, short-term commercial bank debt (defined
as debt with a remaining maturity of one year or less) of Group I
rescheduling countries assessed either in relation to available inter-
national reserves (i.e., official international reserves plus unused
bank credit commitments), exports, or imports, increased sharply. On
the other hand, for nonrescheduling countries, short—term debt in
relation to both exports and imports actually declined slightly, while

1/ BIS data on the maturity structure of commercial bank debt do not
exist prior to 1978.

'A%
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CHART 6
NOLDCs: RESCHEDULING AND NON-RESCHEDULING COUNTRIES

MATURITY STRUCTURE OF EXTERNAL
LIABILITIES TO COMMERCIAL BANKS
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CHART 7

NOLDCs: RESCHEDULING AND NON-RESCHEDULING GROUPS

VULNERABILITY OF EXTERNAL DEBT STRUCTURE
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measured in relation to the international reserve indicator, a substan-

tially smaller increase than that experienced by the rescheduling group
took place.

The debt management policies of Group II countries appear to have
implied an even more marked increase in their vulnerability to external
financing shocks. For example, in relation to the international reserve
indicator, short-term bank debt of rescheduling countries rose over the
period from 85 percent to 156 percent, while for nonrescheduling coun-
tries, there was a much smaller increase, from 75 percent to 95 percent.
Similar trends were present in the case of the indicators relating short-
term debt to either exports or imports; the values of these ratios for
rescheduling countries were significantly higher than those of the
comparators to begin with and generally tended to rise more sharply.

Table 5 vividly illustrates on a chronological basis the
deterioration in the maturity structure of bank debt for-Group II
countries which entered into a rescheduling during 1982; the table
includes figures for end-June 1982, probably the last observation date
for most of the countries considered before the "rescheduling crisis”
openly erupted. Considering either original short-term debt or debt
with a remaining short-term maturity, the proportion of debt in these
categories to total debt rose for rescheduling countries between end-
1979 and end-June 1982, while it declined significantly for comparator
countries. During the same period, original short-term debt of the
reschedulers in relation to their imports and exports increased from
25 percent to 45 percent, and from 37 percent to 70 percent, respec-
tively; on the other hand, for nonrescheduling countries, the
corresponding ratios were gome 8 percentage points to 11 percentage
points lower to begin with (at end-1979) and had increased by only
between 3 and 5 percentage points by end-June 1982. Similar trends
are evident when the behavior of short-term debt relative to interna-
tional reserves is examined. Considering official reserves plus unused
bank credit commitments as the denominator, while the ratio was almost
the same (77-79 percent) for both groups at end-1979, by end-1982, the
rescheduling group average had risen to 188 percent compared with a
comparator average of 113 percent. Most striking of all perhaps is
the evolution of short—term debt in relation to international reserves.
During the period considered, the ratio in question almost tripled for
rescheduling countries (from 122 percent to 336 percent). In sharp
contrast, the nonrescheduling country average increased only from
124 percent to 189 percent,

Finally, apart from the maturity structure of foreign borrowing,
the interest cost of new loans will be an important element in deter-
mining the ability of countries to adjust their current account deficit
s0 as to reduce the size of net foreign financing required. While
interest payments obligations of borrowers are heavily influenced by
fluctuating levels of world interest rates, the effective interest rate
actually borne by individual borrowing countries also depends signifi-
cantly on the type of borrowing they undertake. Thus, ceteris paribus,
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Table 5. Non-0il LDCs: Short-Term External Bank Debt Indicators
for 1982 Rescheduling and Nonrescheduling Groups l/'

(Ratios in percent; end of period)

End-June
1979 1980 1981 1982

Proportion of total liabilities
to commercial banks
Debt with original short-
term maturity
Rescheduling countries 31.5 37.5 37.4 36.9
Nonrescheduling countries 39.8 35.6 36.0 33.1
Debt with remaining short- '
term maturity
Rescheduling countries 41.7 43.5 43,0 44,9
Nonrescheduling countries  47.2 40.7 40.0 39.1

Vulnerability indicators
Debt with original short~
term maturity relative
to gross official
reserves
Rescheduling countries 121.8 184.0 305.8 336.0
Nonrescheduling countries 124.2 108.9 154.0 189.4
Debt with remalning short-
term maturity relative
to gross official
reserves. plus unused
bank credit commitments
Rescheduling countries 78.8 115.3 153.3 188.0
Nonrescheduling countries 77.4 78.3 101.7 112.5

Short-term debt relative to
trade
Original short-term
debt relative to

imports 2/ : '
Rescheduling countries 25.3 31.5 35.9 45,3
Nonrescheduling countries 17.0 19.4 22.4 21.8

Original short-term
debt relative to
exports 2/ :
Rescheduling countries 36.5 47.8 58.7 69.6
Nonrescheduling countries 25.8 27.6 31.7 28.8

Source: The Maturity Structure of International Bank Lending, Bank
for International Settlements; and data base underlying the World
Economic Qutlook exercise.

l/ Data shown are medians of individual country data for each group.
2/ 0f goods and services.




~ 28a-—

CHART 8
NOLDCs: RESCHEDULING AND NON-RESCHEDULING GROUPS

COMPOSITION OF MEDIUM AND LONG
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countries which relied relatively more on financing from private credi-
tors and/or contracted debt at variable interest rates are more likely
to have been affected adversely by the recent rise in world interest
rates.

Chart 8 presents data on the composition of medium~ and long~term
external public debt (data on the composition of short—-term bank debt
are not available, although it can be assumed that the majority of such
debt is in the variable rate category). The proportion of debt owed by
Group I rescheduling countries to private creditors tended to be
significantly higher (almost two and a half times) by comparison with
those countries that did not reschedule. Also, while for the latter
group, the proportion of such debt contracted at variable interest rates
was negligible (less than 2 percent throughout the period analyzed), for
rescheduling countries, it was not insignificant and rose from 5 percent
to 14 percent during the six-year period prior to the prerescheduling.

Similariy, the proportion of debt owed to private creditors by
Group II rescheduling countries rose from 49 percent to 66 percent in
the six~year prerescheduling period, a somewhat higher increase than
that experienced by the comparable nonrescheduling group. A more marked
contrast in behavior 1s apparent as regards the proportion of debt con-—
tracted at variable rates; although for both subgroups the increase in
the proportion of such debt during the six years was the same (about
15 percentage points), by the end of the six-year period, it stood at
50 percent for the rescheduling group compared with 35 percent for the
nonrescheduling category.

Direct information on comparative trends in the actual interest
cost of servicing the medium~ and long-term external public debt is pro~
vided in Table 6. 1/ For both Group I and Group II categories, the
average effective interest rate on outstanding debt for rescheduling
countries was somewhat higher at the outset of the period relative to
that of the comparators; it also rose more sharply, presumably reflecting
to some extent the trends just noted towards increased reliance on bor-
rowing at variable interest rates.

Measured in relation to export earnings, Group I rescheduling
countries experiemced a much more noticeable deterioration in their
interest payments/exports ratio; the latter rose from 3.2 percent to
6.9 percent compared with a 1.3 percentage point rise for the
nonrescheduling group. While the debt management policy aspects just
discussed contributed to this outcome, it should be noted that the
markedly less favorable export performance for this category described
above (see Section III.2) also played an extremely important role. In
the case of Group II rescheduling countries, while the levels of the

l/ Data on interest payments relating to short-term debt are not
available. ' :
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Table 6. Non-0il LDCs--Rescheduling and Nonrescheduling Groups:
Interest Cost of Medium—- and Long-Term External Public Debt 1/

(In Eercent)

Years Prior to Rescheduling (Period T)
T-6 T-3 T-1

A. Average effective interest
rate on outstanding debt
Group I
Rescheduling countries 3.
Nonrescheduling countries 2
Group II
Rescheduling countries 5.6
Nonrescheduling countries 5.3
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Sources: Debtor Reporting System, World Bank; and data base underlying
the World Economic Qutlook exercise.

1/ Data shown are medians of individual country data for each group.

2/ 0f goods and services.

3/ In a small number of instances, ratios to GDP have been used
instead.
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ratio tended to be comparatively much higher, the increase in the ratio
during the period was broadly the same as between the rescheduling and
nonrescheduling subgroups. _

Table 6 also shows the evolution of interest payments on medium—
and long-term debt relative to GNP. For all groups and subgroups
considered, the magnitude of the ratio is not large, about 2 percent or
less. Nevertheless, again there was a consistent tendency for the ratio
to be higher for rescheduling countries. Also, for the latter Group I
category, a significnt adverse shift in relative trends occurred.

Thus, over the six-year period, the ratio for this group rose from
1.1 percent to 1.7 percent, compared with an increase from 0.4 percent
to 0.7 percent for comparable nonrescheduling countries. '

Finally, Table 7 indicates the evolution of the debt service ratio
(on medium~ and long-term public debt only). For rescheduling countries
generally, the adverse effects of rising interest payments relative to
exports already noted were compounded by a larger (and rising relatively
faster) ratio of amortization payments to exports. As a consequence, the
total debt service ratio of Group I reschedulers rose from 9.2 percent
to 14.8 percent, while the increase experienced by comparator countries
was much less, from 5.3 percent to 7.0 percent. The debt service ratio
of rescheduling countries in Group II rose from 13.5 percent to
17.3 percent compared with a rise from 7.9 percent to 11.4 percent in
the case of comparator countries. It should be noted that the above
data do not take into account either interest or principal relating to
short-term debt with an original maturity of less than one year, which,
as has been described above, generally rose relatively more sharply for
the rescheduling country group. Nor do they include debt service
obligations of the private sector.

To summarize the findings of this section, it appears that, broadly
speaking, for both Group I and Group II rescheduling countries, the evo-
lution of their total medium~ and long-term public sector debt was
approximately in line with that experienced on the average; however, .
the debt/GNP ratio was consistently much higher for Group I countries.
Nevertheless, while the trends in the total amount borrowed in this
category were not that dissimilar, very significant differences were
present as regards the maturity and terms of borrowing undertaken.

Thus, the maturity structure of debt owed to commercial banks, measured
using various indicators, deteriorated much more sharply for resched-
uling countries. This trend was especially noticeable in the case of
the Group II category for whom such debt was also of particular
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Table 7. Non-oil LDCs: Rescheduling and Nonrescheduling Countries—-
Evolution of Medium- and Long-Term Debt Service Ratio 1/

(In percent)

Years Prior to Rescheduling
T-6 T-5 T-4 T-3 T-2 T-1

A. Interest Payments Relative to Exports 2/

Group I countries

Rescheduling countries 3.2 2.3 3.1 4.6 4.7 6.9

Nonrescheduling countries 1.6 1.7 2.1 2.4 2.6 2.9
Group II countries

Rescheduling countries 5.4 5.0 6.6 7.2 8.0 8.7

Nonrescheduling countries 3.1 3.3 3.7 4,5 5.2 6.2

B. Amortization Payments Relative to Exports 2/

Group I countries

Rescheduling countries 6.0 3.7 5.0 5.2 4.9 7.9

Nonrescheduling countries 3.7 3.3 3.2 3.4 3.5 4.1
Group II countries

Rescheduling countries 8.1 9.5 15.5 16.7 9.7 8.6

Nonrescheduling countries 4.8 5.0 6.3 7.5 6.2 5.2

C. Total Debt Service Payments Relative to Exports 2/

Group I countries
Rescheduling countries 9.2 6.0
Nonrescheduling countries 5.3 5.0

Group II countries
Rescheduling countries 13
Nonrescheduling countries 7

Sources: Debtor Reporting System, World Bank; and data base underlying
the World Economic Outlook exercise.

1/ Data shown are medians of individual country data for each group.
2/ Of goods and services.




quantitative significance. 1/ At the same time, the fact that resched-
uling countries exhibited relatively higher (and rising) reliance on
debt owed to private creditors and/or that had been contracted at
variable interest rates appears to have compounded the adverse effects
of the general world increase in interest rates. Thus, even when
obligations relating only to medium— and long—term public sector debt
are considered, the debt service ratio of rescheduling countries was
consistently higher and tended to rise at a somewhat faster rate.

This trend was especially apparent in the case of Group I reschedulers
where the impact of the debt management policies pursued was compounded
by a noticeably poorer performance in terms of exports and real economic
growth.

IV. Summary and Conclusions

The purpose of this paper has been to investigate several of the
principal economic factors which are frequently cited as having contri-
buted to the emergence of the debt servicing difficulties presently
experienced by non-oil developing countries. The approach taken con-
sists of analyzing the average evolution of major macroeconomic
variables for the group of countries which concluded debt rescheduling
renegotiations during 1981-82. The study examines, in turn, exogenous
factors, indicators of overall macroeconomic performance, major economic
policy indicators, and external debt management policies. The empirical
analysis distinguishes two subgroups of rescheduling countries: Group I
(those countries with relatively less reliance on commercial bank bor-
rowing); and Group II (those with relatively higher reliance on such
borrowing). Also, in order to try to cast some light on factors
influencing the relative incidence of debt servicing difficulties,
average data for corresponding time periods are also presented for the
comparable subgroups of non—-oil developing countries which did not enter
into a debt rescheduling exercise during this period.

While the results presented are felt to be useful in assessing some
significant aspects of the overall economic behavior of countries that
experienced difficulties, several limitations of the study that were

1/ An important issue in this context concerns the reasons for the
move towards shorter maturity debt by these countries. On the one hand,
some borrowers may have consciously opted for shorter maturity debt,
reflecting expectations concerning future movements in interest rates.
However, for many of the countries concerned, medium— and long-term
borrowing sources may have began to dry up, thus forcing borrowers to
the shorter end of the market (assuming, that is, they did not reduce
the size of their total borrowing commensurately). While available
data do not permit an examination of which tendency was present, in any
event, both alternatives can be viewed as undesirable. In the second
situation, for example, the recourse to short-term debt is merely post-—
poning the underlying need to adjust.



noted in the Introduction, should be re-emphasized. For instance, due
to data and other conceptual difficulties, some important factors were
either not addressed (for example, the effects of political and regional
aspects and the role played by policies at the microeconomic level) or
were examined only indirectly (the phenomenon of capital flight).
Equally important, the aggregative “group average” approach adopted
precludes any inferences being drawn ds regards the behavior of any
individual country. 1In addition, in economic terms, the distinction
between countries that formally rescheduled their debt during this
period and those that did not is somewhat blurred in a mumber of cases,
while since several countries not included in the 1981-82 rescheduling
group have subsequently undertook a rescheduling, any conclusions drawn
are relevant only as regards the incidence of rescheduling that actually
occurred in the period under review. Finally, the analysils generally
concentrates on some major underlying elements of debtor country perfor-
mance and policies in the period ending with the year preceding that in
which the rescheduling occurred; it does not examine directly the
behavior of lenders, an aspect which plays a central role in determining
whether and (especially) when a rescheduling actually took place.

The above qualifications nothwithstanding, the study sheds some
useful light on the extent to which certain factors may have served to
aggravate the debt servicing problems of the countries (considered as a
group) that entered into a rescheduling. The main empirical findings
are as follows:

(1) So far as the impact of exogenous factors (namely, changes in
the terms of trade, the world recession, and trends in net flows of con-
cessional assistance) is concerned, it appears that the rescheduling
country group overall was not affected any more adversely than the
average. Indeed, in respect of some elements (namely, the terms of
trade for Group II and net concessional flows for Group I), rescheduling
countries, taken together, could be said to have experienced a slight .
improvement during the period preceding the rescheduling.

(11) As regards aggregative macroeconomic performance, behavior
differed considerably as between the two subgroups. While the lower-
income Group I countries experienced overall a somewhat larger external
current account deficit to GNP ratio than average, a striking feature
of their external performance was stagnant or declining real export
growth accompanied by sharp import cutbacks. In turn, this was
associated with very low overall rates of economic growth and relatively
high inflation (even on the basis of official price indices).

By contrast, the current account deficit/GNP ratio of Group II
rescheduling countries tended to be somewhat less than that of compara-
tor countries., Over the entire five-year prerescheduling period, their
real growth rates of both exports and imports were somewhat lower than
the average, although the difference was not very marked. In the year
immediately prior to the rescheduling, these countries experienced on
average a noticeably faster export growth, a significant reduction in

‘@.
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imports, and a slowdown in economic growth; however, their current
account deficit/GNP ratio remained roughly unchanged. Rescheduling
countries in this group also experienced consistently higher inflation
rates than the average, a difference, moreover, that increased signifi-
cantly over time.

(111) Rescheduling countries (both Group I and Group II) generally
experienced more rapid rates of expansion in total credit, net credit to
government, and the money supply. Available partial indicators (using
GNP as a scale variable) also suggest a somewhat more expansionary
fiscal stance than average, especially in the case of the lower income
(Group I) subgroup. Apart from these demand management policy indi-
cators, Group II rescheduling countries also experienced a sizable
appreciation In their real effective exchange rates in the years prior
to that in which the rescheduling occurred. While a considerably smal-
ler recorded real appreciation was recorded for the Group I subgroup,
this may well understate the appreciation which actually took place due
to an under-estimation of actual Inflation by official consumer price
indices. In the case of Group II rescheduling countries, indirect evi-
dence also suggests that a substantial (and growing) amount of unrecorded
net capital outfliows occurred. i

(iv) As regards debt management policies, two findings are
particularly striking: (a) while the evolution of total medium— and
long-term external public debt was not very dissimilar as between
rescheduling and nonrescheduling countries, for the former, there was
a marked deterioration in the maturity structure of external debt owed
to commercial banks. This deterioration was most noticeable when the
evolution of short~term debt is viewed in relation to indicators such
as available international reserves, exports, or imports. It was
especially marked for those Group II countries that rescheduled their
debts during 1982, and in whose case short—~term commercial bank debt was
of particular quantitative significance; thus, these countries were
particularly vulnerable to any unforeseen changes in lending behavior;
(b) rescheduling countries exhibited higher (and rising) than average
reliance on debt owed to private creditors and/or contracted at variable
interest rates; they were therefore prone to be affected more adversely
by the worldwide increase in interest rates.

In summary, the findings of the study thus suggest, albeit
tentatively, that some distinctive features can be 1dentified that did
serve to increase the incidence of debt servicing difficulties for par-
ticular country groups. For the lower—income Group I rescheduling
countries, the adverse impact of exogenous factors appears, on average,
to have been somewhat less than 1s sometimes suggested. Rather, a major
underlying source of their severe debt servicing problems appears to
have been the fact that overall, these countries' economic performance
in terms of export growth, inflation, and economic growth was far weaker
than average. These trends, besides contributing directly to foreign
exchange pressures, undoubtedly served to erode the confidence of
lenders and donors alike. Moreover, to the extent that possible major
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reasons for the above shortcomings can be ldentified, inadequate
demand management and exchange rate policies are likely to have been
contributing factors present in many cases.

An overall assessment of the possible factors underlying the
difficulties experienced by the higher income Group II rescheduling
countries is somewhat more complex. So far as the macroeconomic

performance and policies of the group on average is concerned, over.

the entire period reviewed, the trends in the external current account
(in relation to GNP), real export growth, and economic growth
performance do not appear to have been very strikingly different from
those experienced by the comparator country group. Also, it appears
that in the year immediately preceding that of the rescheduling,
rescheduling countries experienced on average a turnaround in some
aspects of their external position, namely, trends in real exports and
imports; at the same time, some slowdown in the rate of domestic econo-
mic activity occurred. However, notwithstanding these changes, the
external current account deficit as well as net medium- and long~term
external public borrowing—-both measured in relation to GNP--actually
rogse slightly on average for the group in the year prior to the resched-
uling. An important contributing factor to this outcome is likely to.
have been the adverse impact on the servicing of the existing stock of
debt of the rise in worldwlide interest rates, reflecting in turn, the
relatively greater reliance by rescheduling countries on variable
interest borrowing (by comparison even with comparable nonrescheduling
countries). It may also be noted that in the year preceding that of
the rescheduling, two important economic variables, namely, the rate
of domestic inflation and the real effective exchange rate, moved in a
clearly unfavorable direction, while at the same time, there is sub-
stantial evidence indicating a marked increase in "capital flight."

Given the above considerations, the question can be posed as to why
these particular countries, faced with foreign borrowing needs (measured
in relation to their own domestic resources, i.e., GNP) that were not on
average very different from those of other countries, were unable to
obtain the amounts of forelgn financing required, thus precipating the
rescheduling. In answering this question, while unmeasurable "contagion
effects” may have played some role (as well as the fact that the
"average" outcome conceals a range of diverse individual experiences),
several additional aspects involving the perceptions of commercial bank
lenders during this period need to be considered. 1In the first place,
from the perspective of creditors, the absolute size of borrowing
needs-~as opposed to the debtor countries’ external financing require-

‘ments measured in relation to their own GNP-—is likely to be of crucial

importance. Thus, by comparison with other smaller countries with
higher deficit/GNP ratios, in the case of several countries in the
rescheduling group, it was probably inevitable that the prospect of
having to continue to provide unprecedently large amounts—-not only in
the immediate period, but (and partly as a consequence) for several
years ahead--would soon begin to run clearly counter to lenders' port-
folio balancing considerations. This aspect is particularly relevant

)
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in view of the prior sharp rise in international bank lending relative
to domestic lending and the concentration of bank claims in a number of
important borrowing countries. Second, it is most likely that the above
underlying trend was greatly reinforced by the sharp change in infla-
tionary expectations in the early 1980s. Thus, even if the deficits of
some of the largest debtors were to have been judged marginally sustain—
able in the absence of such a change, it is clear that the fall in world
inflation (and the associated shift to positive real interest rates)
would tend to cause lenders to reappraise what constituted a sustainable
deficit from the viewpoint of the borrowers' medium-term debt servicing
capacities. Moreover, this consideration was probably accompanied by a
realization on the part of lenders that their loanable resources (i.e.,
deposits) would grow at far slower rates in an environment of reduced
inflation. Third, the above developments coincided with some of the
particularly unfavorable aspects of debtor country performance that

have been already noted, for example, accelerating inflation and a
significant real appreciation of the exchange rate., These factors are
likely to have contributed directly to the phenomenon of “capital
flight" while at the same time, they undermined lenders' confidence in
the future ability of the authorities to contain external imbalances
even within their present levels (thus further affecting adversely

their judgement as to what constituted a sustainable path of external
borrowing).

Finally, if the above aspects of the problem were mainly related
to the underlying unsustainability of the external financing situation
and policies of the Group II borrowing countries, it is also clear that
the latter's debt management policies were an important additional ele-
ment which greatly aggravated the difficulties. As the study notes, a
distinguishing feature of the experience of these countries was the fact
that large scale recourse to short-term commercial bank borrowing had
caused a very sharp deterioration in the maturity profile of their
external debt. To a considerable extent, this increased reliance on
short—-term debt can be viewed as a symptom of the underlying problems
they faced as it reflected, in many cases, a reduction in access to
medium—- and long-term financing sources. Nevertheless, once the
reassessment of lending attitudes on the part of commercial banks
became widespread, these countries were left highly vulnerable to a
sudden withdrawal of funds, or simply even to a slowdown in the rate of
growth of new lending. Thus, while the underlying unsustainability of
the situation would probably have become apparent in any event,
there can be little doubt that inadequate debt management policies of
borrowing countries greatly contributed to the abruptness and severity
with which the 1981-82 "debt crisis™ unfolded.
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Factors Affecting The Incidence of a Rescheduling

This appendix briefly illustrates in diagrammatic form the
discussion of Section II.l.

1. The financing constraint

As a starting point, it is assumed that the authorities of a
country believe that the larger the degree of adjustment they undertake,
the less 1s the likelihood that a rescheduling will become necessary.
This so—called financing constraint is shown as Panel la of Figure I,
which depicts the probability of. a rescheduling (on the vertical axis)
as an inverse function of the amount of external adjustment (shown on
the horizontal axis). “Adjustment” in this context refers to a reduc~
tion in net imports of goods and services (other than interest payments).
Thus, the larger this reduction, the less is the net external resource
transfer (net external borrowing minus interest payments) that will be
required; other things being equal, the probability that such borrowing
will not be forthcoming (and hence that a rescheduling request will
result) will decline. This approach assumes that the country is unable
(or unwilling) to draw upon its own international reserves. Also, it
is assumed that the financing constraint is of a linear form. 1/

As discussed in Section II.1, among the factors that would tend to
cause a worsening in the financing constraint (i.e., that would cause a
shift from AA to AA' in Panel 1b which implies an increase in the prob-

ability of rescheduling for any given degree of adjustment) can be
included: (i) the interest cost of borrowing; (ii) inappropriate debt

management policies; (1ii) subjective perceptions of lenders; and
(iv) objective constraints affecting lenders/donors.

2. The country's "welfare function”

When faced at any point in time with a "financing constraint™ of
the type described above, the authorities are in a position to opt for
a certain degree of external adjustment, together with an associated
probability that a rescheduling will be necessary. Their choice can be
viewed as based on a “welfare function™ which includes both the costs of
external adjustment as well as the costs attached to rescheduling. Such
a function is depicted in "iso~cost” form in Panel IIa of Figure 1, where
unlike conventional indifference curves, welfare increases as one moves
towards the origin (a zero probability of rescheduling accompanied by
zero external adjustment). Since a rescheduling here is viewed as a
probabilistic event, the welfare cost corresponding to a point on any
curve equals the implied probability of a rescheduling times the actual
cost of rescheduling; in turn, this cost, plus the cost of external

adjustment implied by that point, remain the same as one moves along any
indifference curve,

1/ If the conmstraint were assumed to be convex to the origin, the
diagrammatic conclusions that follow would continue to hold.

E
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FIGURE 2
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As described also in Section II.1l, this welfare function may
shift as a result of several factors:

(1) While the costs associated with a given probability of
rescheduling may remain the same, the costs associated with any given
degree of external adjustment may increase. This phenomenon (depicted
as a "bending” inward of the “iso-cost” curves—-Figure IIb) can occur
for either exogenous or endogenous reasons. The principal exogenous
reasons include a fall in effective export demand, and/or adverse
movements in the external terms of trade. The major endogenous reason
is the adoption of policies which are at variance with least cost
adjustment strategies.,

(11) For an unchanged cost of adjustment, the cost of rescheduling
might decline (equivalent to an "outward bending"” of the cost function-
shown in Panel IIc). This effect can occur, for example, if rescheduling
becomes a more common occurrence.

3. "Initial position” and changes in constraint/welfare function

Given the adjustment/rescheduling “financing constraint,” the
country will seek to minimize its cost function (or, equivalently, to
maximize an implicit welfare function) by choosing a point closest to
the origin., On the assumption of concave iso-cost curves, a point such
as X in Panel 1 of Figure 2 would be chosen.

Panels IIa through IIc of Figure 2 trace through the effects of the
three types of shifts described above, namely, (a) an adverse shift in
the "financing constraint”; (b) a shift in the welfare function due to
higher costs associated with external adjustment; and (c) a shift in the
welfare function due to lower costs associated with rescheduling. In all
three instances, the new point chosen implies an increase in the prob-
ability of rescheduling and an associated reduction in the degree of
adjustment (X moves to Y, Y', or Y, depending on the case considered).
In the case of (a) and (b), this shift is accompanied by a higher level
of costs, while in (c), costs decline. 1/

1/ As with any "indifference curve” analysis of this type, these
results hold only if it is assumed that any possible negative "income
efforts” present are outweighed by the positive "substitution effect.”
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