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Approaches for Assessing the Risk Involved

in Lending to Developing Countries

by

Yves Maroni*

The enormous increase in the external debt of the.developing
countries in recent years, and the prospect that this debt will €on-
.tinue to growvin coming years, have focussed attention on the risk
involved in lending to those counfries. An assessment of this risk
is impoftant to the private commercial banks in the industrial coun-
tries,‘which have become‘a major source of loans to the developing
countries, and which must decide how large an exposure_they may safely
accept‘in particular countries or regions. It is also important to
the regﬁlatcry authorit;es in the industrial countries, which are con-
cerned Vith the soundness of the banking system under their jurisdic-
tion and with the safety of the‘deposits entrusted to the banks. More
generally, an assessment of this risk is important ﬁo the ecomnonic
community at large, inéluding both the industrial and the developing
eéonomies, as part of the backgréund necded for an effective formula-
tion of economic and financial policies, at a time when the continued’
good health of the world economy might be thrc;;ened, should difficulties
in servicing deve10piﬁg countries' external debts cause a spread of in-
solveﬁcy among banks in the industrial countries.

It is not the purpose of this papér to discuss the likeli-

“hood that developing countries will run into debt servicing difficulties,

* This paper was prepared for presentation at the XIV Meeting of Tech-
nicians of Central Banks of the American Continent, San Carlos de
Bariloche, Argentina, November 6-11, 1977. The views expressed do not’
necessarily reflect those of the Board of Governors of the Federal
Reserve System or of its staff.
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that this paper is concerned.
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or that such difficulties might escalate into a severe financial crisis.

Rather it is with the methods used in assessing the risk that

partieular countrias might encounter debt servicing difficulties .

Individual Statistical Indicators of Risk

It is tempting to make an asseésmént of the risk involved
in lending to developing countrieé on the basis of statistical indicators.

For loan officers and bank regulato;s, who find that simple rule-of-thumb
guidelines facilitate their task, thé use of'guch indicators presents

obﬁious advantages[ For loan officers iﬁ particular, who must deal witlr~
large numbers of varied clients and_who do not always have detailed. knowl-
edge of all of the circumstances.surrounding their clients, statistical
indicators may seem to offer a convenient short-cut. The presumption is

that these indicators are, by nature, objective and therefore free from subf
jective Bias,and that they will'reliébly predict debt servicing difficulties,

Historically, the debt service ratio, relating amortization
and ingerest'paymehts to earnings from exports of goods and services,
was the first indicator to éome into fairly extensive use. But, be-
cause of’its shorthmings, a number of additional indicators were
developed later, to complement it or to substitute for it.

_The'debt service ratio measures the proportion of a country's ’
foreign exchange eafnings'on current account which is channeled_intb
debt servicing. At first glauce it would seem that, the higher this
ratio, the more constrained is the_country's capécity to import,

relatively speaking, and (givcen the social and economic consequences
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of holdihg down imports for long periods of time) the greéter the
likelihood that such a country will experience debt servicing dif-
ficulties, h
But,- this is an oversimplification. A country's capacity
to import is not determined solely by its abiiity‘to expoft moré

than it musf set aside to service its external debts. It is also a
function of its ability to attract direct investment capital and

other capital inflows intended to finance productive undertakings.

In addition, a country's capacity to import may be sustained by

e ew

grant aid, especially if this is a country with a very low per capita

income, or (at least for a time) by drawing down international reserves.

In fact, the need to import does not have a uniform degree of intensity

from country to country and éome countries ha§e mnore ieeway than others
to comprass imports.

Consequently, the debt sarvice ratio may give false signals
of impending debt serQicing difficulties. A high ratio may be found
in countries which xre {ell maraged and are able to roll over maturing
obligations and to attract additional capital each year on the strength
of the confidence ﬁhey inspire among investors and lenders. The
mar-et judges that the capital in questiocn is being soundly and pro-
ductivaly used, énd the high debt sefvice ratio is no cause for
concern. On the other hand, a low debt service ratio may be fourd
irn poorly managed courtries whiyh are unable to-attract capi :al

because they do not use it soundly and productively. In such cases,

. o

T




-4 -

the low ratio does not justify a favorable assessment. 1In fact, the
first type of country is far less likely than the second to face the
prospect of debt servicing difficulties.

Similarly, a high ratio may be an alarﬁing sign for a country

‘'with a relatively low level of international reserves and little leeway

to compress imports (either because the great bulk of its imports are
essential products, or because the political enviromment will not
tolerate a retrenchment). But the same ratio may be cause for less
concern for another country bossessing more aﬁple international re-
'serves (énd therefore time to ;ake remedial a;tion) and enjoying

some leeway to compress imports (either because a significant proportion
of its_impofts afe non-essentials or bécaﬁse the political climate is
conducive to apstefity).

An increase in a country's debt service ratio over a period
of tiﬁe may not even reflcct a deterioration in its creditworthinéss.
This ﬁay be a country‘in process of establishing its reputation as a
deserving borrower, one.pursuing sound policies and investing capital
productively.. Such a country may have been underutilizing its po-
tential as a borrower and ma§ formefly Have had a low debt service

A : £ _
ratio simply because it had few debts. Even if an increase in the debt
service ratio over a period of’time does reflect a deterioration in
the country‘s‘creditwortbinéss (because funds are being borrowed for

unsound investment or for consuaption), this does not provide, by

itself, any indication of how close the country may be to encountering

-~

T P T (e —g—

ik Aanaas: Yy

iz oia bkt S e o

Nl gt

P TR W TR

W’n&:& RO

R T S T R P e nbieadioat o0

SC PRS0 el e mas B b arT tdaid Wa ic o
S o

e A T Wl 5o RN A M o R g B o T 8, M e gt 1 B oo




-5

debt servicing diffiéplties;. Mé:eover, before debt servicing difficulties
develop, the country in question may take steps to correct the probleme-
i.e. move to place the unsound investments on sounder bases, or dis-
courage cohsumptibn. |

Apart from these conceptual problems, there are also
statistical difficulties.‘ The statistical data needed‘to calculate
debt servicé ratios are not avail&ble in full, so that we must choose
between ratios ba;ed on incomplete data and'ratios fepresenting educated
guesses. Specifically, compiete information is available from the --;-
World Bank on_debﬁ service payments for public and publicly guaranteed
debt with an original maturity of one year or more. But, in most cases,
rlittle is known about short term public debt or about unguarantged |
private debt of any maturity. Moreover, even the World Bank data are
ayailable only with a lag.

- In an attempt to overcome this difficulty, it has been pro-
posed that the ratio of interest payments to earnings from exports of
goéds and services be used instead of the more conventional debt
service ratio. Data on interest payments are available from balance
of payments statistics, with a shorter lag and gith a more comprehensive
covérage. However, tbe other criticisms of the debt service ratio> would
seemn to bé applicable to this new ratio as well. In addition, because
the interest/exports ratio leaves out.amortization payment;, it will
fail to reflect the debﬁ servicing difficulties~associat¢d with a

. bunching of maturities. In particular, a given interest/exports ratio
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has a different meaning for countries which have borrowed substantial

sums subject to generous grace periods on the repayment of principal

and for countries enjoying only short grace periogs on their extermal
debts.

Anothériindicator which has also been proposed is thé ratio
of the total external debt outstanding at the end of a given year to
the totalAearnings from exports of goods and services during thét year.
Asva measure of the importance of the debt in relation to.the.size of
the economy, this ratio may serve a useful purpose,-although from a
statistical point of view, it may be criticized because it.reiates_

a stock concept to a flow concept.

ﬁut as an indicator of impending debt servicing difficulties,
it suffers from the same conceptual shortcominés as fhe debt service
ratio, and therfore may give false signals. It is glso of limited use;
fulness in current analysis becauge, like the debt service ratiq, it
relieé on a concept, the totai‘external debt, forAwhich data are
available only Qith a long lag, andbthen only iﬁ an incomplete form
(i.e..for a portiop of the debt).

| - The same points may be made alsé_with respect to another'
proposed indicator, the fétio of the‘total external debt outstandiﬁg
at the end of a gi?en year to the total output of the econom§ during
that yéar. In addition, the .debt/total output ratio may be criticized
for relating the debt to a variable which only indirectly bears upon
the country's ability to éarn the foreign exchange needed to make debt

service payments.
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Another ratio which is sometimes proposed as an 1nd1cator
of impending debt servicing difficulties is the ratio of the current
account deficit to the earnings from exports of goods and services.
However, like the debt service ;atio, this ratio takes no account
of the country's.ébility to attract capital to finance productivex
undertakings or of its statﬁs as a recipient of grant aid or of the
availability of international reservesy Consequéntly, it too may
give false‘signals of impending debt servicing difficulties.

Still another ratio, which may help to identify potential

difficulties associated with the bunching of maturities, is the ratio

of debt amortization in a given year to the total debt outstanding at .

‘the beginning of that year. For this specific purpose, such a ratio

is undoubtedly useful, although data on outstanding debts may be-avaiil-
able only with a lag and in incomplete form. But, it does not follow,

because maturities are bunched, that debt servicing difficulties are

-inevitable, or even probable. If the country is able to earn substéntial

amounts of foreign exchange from exports of goodé and services, or to

attfact large amounts of capital in the form of direct investment or

new loans, or if it has ample foreign exchange reserves or leeway

to compfess impofts, the bunching of debt maturifies may cause no

debt servicing difficulties. 1In contrast, a country with the reverse
’ -

characteristics would be more 1i} ely to experience dlfflcultles in

servicing its debts even with a more limited bunching of its
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debt maturities.l/

Still another ratio, which some would use as a short temm
measure of a country's ability to meet its debt servicing obligations,
is the ratio of intecrest payments to the level of internatioﬁal reserves.
This indicafor fécqsses on the fact that reserves are the last source
of funds with which to service debts if gll eise fails. 'On.fhe other
hand, its significance is quite limited, and it surely cannot serve
as a signal of impending debt servicing difficulties, since it ignores
all of the current inflows of foreigﬂ'exchange available to the country,
whether from exports of goods and services or from mbvements of capital”™ "
attracted by investment opportunities or otherwise, nor does it_reflect

or take account of the magnitude and flexibility of the payments for

imports.

1/ In an article entitled "Measurement of Debt Servicing Capacity: an

Application of Discriminant Analysis" (Journal of International Economics,
I (1971), pp. 327-344),Charles R. Frank and William R. Cline correctly
point out that "a low value for this indicator suggests that a country
has predominantly long term debt liabilities." But they go on to argue
that 'a country in this situation does not have very much shortrun
flexibility in reducing its debt service commitments by temporary re=-
duction of borrowing," and that therefore, '"ceteris paribus such a coun-
try is more likely to reschedule." This reasoning seems erroneous, in
as much as a high value for this indicator would reveal a bunching of
maturities, which would be far more likely to ﬁﬁuse debt servicing
difficulties than an inflexibility in reducing®debt service commitments
on long term obligations.

Frank and Cline argue further that, in a country with a
low value for this indicator, 'the absence of short-term liabilities
also indicates that a country does not have significant access to
short-term commercial credit facilities, i.e. the country is not
particularly 'creditworthy'." This reasoning may correctly describe one
type of situation. But it is possible also that a country with a relative
absence of short-term debts has succeeded in lengthening the average
maturity of its debt, deliberately eschewing short-temm borrowings, and

‘that it was able to do this because it was "creditworthy." Generally,

it is the less creditworthy countries which borrow on short-term, and -

they are usually forced to do so because they cannot raise long-term
funds from the market.

ekt

ot il s ok

itk tonnato

R,

e




-9 «

Composite Statistical Indicators

The shortcomings of the individual statistical indicators

mentioned so far have led to the recognition that there are .several

types of debt problems and to the shggestion that the use of several
_debt indicators jointiy might help fo devise‘g more reliable method
of identifying impending debt servicing difficulties,

Along this line, Ffank and Clinel/ haQe.explored a combina-
tioﬁ éf 8 indicators, of which only fhree were found to be statistically
significant‘at the 5 per cent level. They estimated quadragic functions
as well as iterated 11near functlons, coﬁfining them to the three variagigg,
and tested them for their ability to predict debt reschedullngs in the -
period 1960-68. They also repeated the tests with only two of the vari-
ables. They found that the.first iteration’of the twg-variable linear
function correctly predicted 12 of the 13 res;hedulingvcases, but al#o
predlcted 17 reschedulings which 'did not occur. Howevef, 13 of these
17 errors involved cases where a reschedullng took place in a nearby
year, i.e. they were in the nature of timing errors. They also found
thatrthe two variable quadratic function éorrectly predicted all of
the rescheduling cases, but also predicted 12 reschedulings which‘did
not occur. Of these errors, 10 were cfrors‘in‘iiming.

The two variables in the Frank and Cline model are the debt
service ratio (measured in relation to the '"normal" level of exports

rather than in relation to the actual level) and the ratio of debt

amortization in a particular year to ;heltotal debt outstanding.

1/ Charles R. Frank und William R. Cline, "“Measurement of Debt Ser-
vicing Capacity: an Application of Discriminant Analysis," Journal
of International Economics, I (1971), pp. 327-344. :
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Frank and Cline attempt to predict future debt servicing difficulties
for 17 countries from.1967 to 1992 by making projections of these
two ratios. They identify four countries for which the debt servicing

2/

difficulties will be exceptionally serious,=/ and discuss factors

which appeared, at the time of writing, to bé likely to invalidate
their findings. They conclude that, if anything, they have erred on
the optimistic side, i.e. the outcome is likely tﬁ be worse thaﬁ they
have predicted.
ﬁoweyer, from a practical point of view, as Frank and -
- Cline themselves recognize, the data on debt outstanding and on debt
service are incomplete. They note that the unguaranteed private
credits, which are excluded, can add significantly to the debt service
burdgn_and can cause a bunching pf debt service payments, as a result
.of which debt servicing aifficuléies may arise suddenly. Similarly,
shortétenn debts, which they do not specifically cite in their com-
ments.But the exclusion of which they implicitly recognize in a foot-
note descriﬁing'the source and nature ofitheir data, can have effects
of the same nature. |
Moreover, the need to rely on pro@:.ctions in order to make
predictions of deb£ servicing difficulties is related not only to ;he ' ..
interest Frank and Cline had in long range forecasts, but also to the

fact that external debt data are available only with a substantial

lag, so that even short-term predictions of debt servicing difficulties

2/ Three in Asia, one in Africa.
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are likely to be hampered'by the lack of firm data. Ihe element of
judgment which ehis ietroduces in the predictions detracts from the
présumed reliability of the model.

The fact that the model gives a number of false predictions
- ’ (albeit mainly related to timing errors) is a further drawback. Finally,
while the model has been tested with respect to its ability to predict
debt reschedulings, it is not known how well it might work in pre-
dicting less severe»debt servicing difficuities.

| The Exportélmpdrt Bank of the United States has deveioped

an eafly_warning ﬁodel which serves as the first part of its evaluation
system. The model uses some 50 explanatory variables, from which a
number of ratios are determined. The model has been tested for its
ebility to predict reschedulings of the debts of the borrowing countries
in the period 1950-75, apparently with some measure ef euccess. The ex-
planatory variables which were especially 51gn1f1cant for this purpose
were: (1) the ratio of total debt outstandlng to exports, (2) the ratlo
of debt amortization in a glven year to the total debt outstanding, 3
the ratio of reserves eo imports, (4) the ratio of gross fixed capital
formation to GDP, (5) the ratio of disbursements on new debts to exports,
(6) the rate of’consemer price infletion,'and (7) the country's IMF poeition.

However, this model hes serious limitations in so far as
kits practical appiication is concerned. Because it relies in part on
external debt statistics, which are e1ther.not available at all or-
available only with a long lag, it is not likely to be very useful
in making curreﬁt predictions. ‘lioreover, while the model has been

tested for its ability to predict reschedulings of debt owed to the

Nl
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Export-Import Bank, it is not known how well it might work in pre-

dicting less severe debt servicing difficulties, or whether it might

make reliable predi.ctions for lenders other than the Export-Import

Bank. . o~

The most elaborate attempt of which I am aware, to .

identify impending debt servicing difficulties by combining a number
of statistical debt indicators, is the study by Pierre Dhonte, of the
IMF staff;l/ This study analyzed in combination 18 extermal debt

indicators for 60 countries. Included were countries which renegotiated

their debts during the period 1957-71. For these renegotiating coun- ~°°

tries, the indicators behaved somewhat differently than for the average
of the group of 60 countries. But, when an attempt was made to com-
bine 10 of the indicators to test whether they would have any predictive

value, the analysis correctly predicted 8 of 12 renegotiation cases,

‘narrowly missing a ninth, but also predicted renegotiation in nine

other cases where no renegotiation did in fact take place.
In the face of this rather unsatisfactory result, Mr. .Dhonte

concluded modestly that "Debtor countries which manage to maintain a

balance between the extent of their involvement in debt and their bor-

rowing conditions and keep the growth of their debt in some relation

to the growth of their exports are not subject to debt renegotiations.

-«

Where these equilibria fail to be maintained, there is a good probability

1/ Pierre Dhonte, "Quantitative Indicators and Analyéis of External
Debt Problems," (unpublished IMF staff paper), February 1974.
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that debt problems emerge and provide an incentive to éeek a nego-
tiated revision of debt ser§ice payments." This is far from a
systemaﬁic reliance on statistical indicators.

It is, of course, bossibie that statistical indicators
other than those discussed in thig paper will be testea and will be
found to be more reliable in predicting impending debt servicing dif-
ficulties. One approach which would seem to have the potential of
yielding useful results would be to focus on the characteristics of
an economy which economic analysis and.experience have taught us to
associate with the onset of balance of paymeﬁts crisés.

'These characteristics include (1) a fiscal deficit wﬁich
is rising rapidly as a proportion of ﬁotal pgblic expenditures or as
a prbportion of total output (ecither GNP or GbP), and which is in-
creasingly being financed by borrowing from the centrél bank, (2)

a volume of commercial bank credit to the private sector whicﬁ is
rising more rabidly than the total output of thé économy and whose
growth represents an incfeasingly 1arge-pf6portion of monéy supply,
(3) an exchange fate which is not adjusted at sufficiently frequent

intervals and in sufficient proportions to compensate for the

difference between the rates of inflation at horg and in the principal
trading partner countries, and therefore fails to preserve the coun-
try's international competitiveness, (4) wage increases which are

. consistently in excess of the rise in productivity, (5) nominal

interest rates which are lower than the rate of inflation and therefore

—
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fail to yiel& a positive real rate of return.to domestic investors
and savers, (6)va rate of.bQSiness profits in relation to capital
invested which is less than éould be earned elsewhere on equally
risky‘undertakings or is not sufficiently above whag could be
earned elsewhere to compensate for differences in the risk involved,
~and (7) an average economic rate of return on in&estments of all t;pes
which is 1ess than needed to attract capital and which suggests that
_capital‘is being used unprdductively; | |

Any one of these indicators; taken’by itself, may well give
false signais of impending débt servicing difficulties. But, in
comﬁination, they would seem to constitute an imposing array of ominous
signs. A éountrj could avoid debt problems for a Eime in spite of
folléwing policies conducive to such.unsbunﬂ results if it had an
ample cﬁéhion of international reserves or could draw oﬁ a reservoif
.of goodwill amongvforeign lenders. But, sooner or later, both.would
become exhausted, and a crisis would ensue, unless the country took
remedial action by vigorously altering these policies. |

The reliability of such a system remains to bg tested
scientifically. 1In this respect, it would be well to conduct the
tests in relation to A numbér 6f dependent variables. Many of the
tests used with other indicators'or systems of indicatoré havé
Specifiea official reschedulings of'external debts as the dependgnt

variable. But a debt rescheduling is an extreme situatibu, and debt
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servicing problems may never reach this stage. Short cf it, there

may be cases in which scattered arrears develop in debt servicé
payments; at a more severe stage, these arrears may become more

. general or of greater,durationé beyond this, the creditors may dccide
to undertake the refinancing of some pcrtion of the debt (i.e. by.
offering new loans which enable the borrowing country to continue
servicing its old 1oans). The testing of statistical indicators
should be conducted with respcct to as many of these-potentiai situa-

~tions as may be practicable.

. Even if statistical indicators are not reliable in pre-
dicting debt servicing difficulties, they may éerve a aecondary pur-
pose, that of acting as warning signals;_suégesting that a closer
anaiysis be undcrtaken to ascertain what the situation really is.

As such, however, statistical indicators are not in a different
position from any other presumed sign of impending difficulties, and
non;quantifiable signal; may be'eqnally if not more useful.

Finally, a drawback common to all statistical indicatots
must be mentioned. It is that they are, by nature, retrospective
and not prospective; That is, they tell us what the situation has
beenland, if the data are reasonably current, what the situation
now is. But they.do not tell us what the situation is going to be.
.Yet, the prediction of impending debt servicing difficulties is

essentially a look into the future, and knowing the past is not

necessarily a good indication of what the future holds. While it may

.
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be possiblé to ﬁake projections of the statistical. indicators, as
Frank and Cline did? this opens up the possibility, iﬁdeeﬂ the
. probability, of a new kind of error, a forecastiné error. At this
stage, the presumption that statistical indicators would be ob-

~ jective and therefore free from subjective bias ceases to be coxrect.

The Checklist System

e

The problems encountered in attempting to devise a
reliable statistical method of identifying impending debt servicing
difficulties héve led to the development of what may be called a --e
éhecklist system of assessing riSko' This‘consists of assigning a
rating to each country with respect to a number of indicators.
The ratings for the several indicators are then aggregated into a
summary score for each country, using a common set of weights.

In a recent survey of 37 American banks, cbncerning tﬁe
teéhniques used to assess the riskAdf lending to foreign cbuntries,
the Export—Imbort Bank of the United States found that 5 banks used
sﬁchva system.l/ The economic indicatérs included in the system
varied somewhat according to the banks, and the survey results in

this reépect may be summarized as follows:

1/ See Stephen Goodman, "How the Big U.S. Banks Really Evaluate
Sovereign Risk," Eurcmonev, February 1977.
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INDICATORS INCLUDED IN
CHECKLIST SYSTEM

Variable

I '- Variables relating to the internal economy

GNP ,

GNP per capita ,

Growth in GNP per capita
Inflation rate

Money Supply growth

Ratio of investmeént to income

- Net budget position .
- Ratio of income growth to fixed capital formation

II -vVariables relating to the external economy

Exports and export growth

Imports and import growth
International reserves

Ratio of reserves to imports

Trade and current account balances
Debt service ratio

IMF borrowings

 Current collection experience of U.S. suppliers

Debt service payments

Ratio of principal payments to total external debt
Share of gold holdings in total reserves

Share of leading non-oil export in total exports
Share of trade in GDP ' v

Share of short term credit in total credit

: Total external debt

I1I -'Sdcial and political variables

Political stability
Past trend in unemployment
Regional rating

Number of

Banks Using‘

Variable in

its System
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This system incigdes indicators covering the internal
and external sectors of the economy and also political and social
factors. The 1nflat10n rate, the money supply growth and the govern-
ment's budget p051t10n provide indications of the soundness of the
financial management of the country. At the same time, the level and
efficiency of capital formation can be measured -by the ratios of in-
vestment to income and of income growth to fixed capital formatién.
The three GNP measﬁres-provide an indication of the level of develop-
ment of the country and‘of the aynamism of the economy.

But, the surnged banks using this system do not rate céun-
“tries aécording‘to the extension of central bank_credit to the public
sector or to the banks, the rate: of growth of commercial and develop-
ment bank credit to the private sector, the relationship between
preVailing interest rates and the rate of inflation, the rate of in-
crease in'wages, and the adequacy of the prices charged for public
services and goods sold by public_enterprises. These variables would
appeér to provide important information regarding the soundﬁess-ofv
financial and economic management of the country, and properly ought
to be included, in so far as the data are available. |

The list of variablgs relating to the external sector also
appeats‘inadequate. it failsbto include measures of capital inflow

(e.g. private direct investment, borrowings from official institutionsl/

1/ Except for IMF borfowingé, which are considered by two banks.
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or from private markets).l/ 1t also fails to include a comparison
between the-trend of the exchange rate and that of the inflation rate.
Without these variables, thg assessment of the externalAsector would
seem to rest on insufficient bases.

'Anoéher source of weakness in the checklist System as it
is now used is the set of variables related'to social and political
conditions. The past trend in unemployment may be meaéured objectively
in only some of the developing countries, as statistics on this vari-
able are lacking in.many countries. More importantly, the other two

variables are entirely subjective. For example, the banks using e

" political stability in their system simply choose a number from a

pre-determined scale.
Even if a more complete list of variables were included
and even if the'sociai and political variables could be reduced to

objective indicators, the checklist system would still have serious

- drawbacks. How is a rating applied for each of the variables, and

on the basis of what s;andards? In aggregating these ratings into a‘
single score for each country, how are the weights selected? It |
seems inevitable that subjective judgments will play a large role"
in answering these questions, especially the ¥.cond one.

Not surpriéingly, the resﬁlts do not appeaf‘to be Qery
satisfactory. None of the five surveyed banks using the-checkiist
syétem places primary reliance on it, considering it instead'merely

as a supplement to its main evaluation method, or as the first step

1/ It would be desirable to include also measures of cap{tal outflow,
But lack of data would severely hamper efforts to do so. '

.
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in the process. Only one of the five banks tests the country scores

against ensuing events by comparing the scores with its subsequent

-experience in collecting the amounts it has loaned. This bank has

_ found that the. cheé¢klist score performs badly in prédicitng the cases

in which debt servicing difficulties will occur. This bank is re=-
ported to be attempting to improve the system, and is investigating

standard econometric and statistical tests of predictive accuracy

in choosing the vériébles to be included in the checklist system and

in determining their weights,

Qualitative Country Evaluation

-The problems associated with the use of statistical in-
dicators, either singly or in groups, in assessing the risk of lending
to developing éountries have made it inevitable that primary reliance
be placed on country evaluation reports. Thése afe, most often,

qualitative evaluations based on careful analysis of available sta-

tistics and of other information pertaining to the country's economic,

social, and political prospects.

Of the 37 banks surveyed by the Export-Import Bank of the
United States, 27 use such an approa;h.l/ 4‘%thers; which appéar to
be in an intermediate stage of developing a systemlsuitable to their
necds, use a more geneéal, purely qualitative evaluation, which does

not rely on systematic statistical analysis.g/

l/ This number includes 4 banks which combine this approach with a
checklist system. :

2/ The survey also included 5 barks which apparently use no system in’
assessing country risk., These nay be banks in an early stage of de-
veloping involvement in the business of lending to dcveloping countries.
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The survey results, as well as independehf de;criptions
given by bank officials at a reCent-symposium on the debt situation
in the developing countrles,ll reveal that the scobe of the country
evaluation reports, at least those'develbped by fhe largest group of
banks, is very broad. The banks may not a11 undertake the evaiuation

in the same depth, but there is no doubt about the comprehen51ve nature

. of the analysis carried out, at least <by some banks.

On the economic side, the reportszl contain background in-
formétion on natural resourgés, population, and institutional aspects,
and they deal with short-term and iong-term trends in the interhal A
and external sectors of the economy. They are concerﬁed.with the
paétandprospective gfowth éf total dutput, consumption and investment,

vith the share of investment financed from domestic savings, and with

the factors causing inflation, particularly the govermment budget.

They assess the outlook for inflation and evaluate the policies being

used to deal with it. On the external side, they evaluate the balance

of payments outlook and in particular they analyze the trade account,

the current account, the capital account, the'adequacy of international
reserves, the composition and trcnd of external 1ndcbtedness, the
maturity profile of the debt and the terms of borrowings, and such

other factors as the degree of export diversification and import

-.

1/ "Outleck on Private Market *1ﬂanc1no and Rlsk in Developlng Coun-
tries," a one-day symposium nn developing countries' debt sponsored

by the Export~Import Bank of the United States, April 21, 1977. The

Papers given a*- this conference w111 be published irn a volmwe nev under
preraration.

2/ AL leasi, theose which present the most thorough vvaluations.
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'éompressibility and the availability oé external.resoqrces, particularly
those of the IMF. They especially stress the quality of‘the ﬁanage-
‘ment of economic policy and the degree of political backing which

it enjoys, the quallty of business management in the country and the
social and polltlcal constraints interfering w1th business operatlons,
and the commitment of the country to the development of its human
capital.

On ‘the political side, tbey undertake to anﬁlyze politicall
stability by assessing the‘orderline;s of the process of political
succession, the homogeneity of the populétion, the degreé of popular
unreét, and the channels for its expression. They also analyze the
country's external relations, parti;ularly'the duality of'thé rela-
tions with its major trading partners,. among tﬁem especially the
United States. %hey make long run politica1 and sbcial prbjectidns.

| The privaﬁe banks do not always have access to all of the
peftinént data needed to carry out the evaluation in all of its aspects.
It is for-this reason that the Chaimman of the Board of Governors of

the - Federal Reserve System has suggested that the flow of data should

be 1mproved and that steps should be taken to encourage the lenders to
request and the borrowers to supply more and 5§eedier inforﬁation, es-
pecially on external debts. Work is currently being done, with the help
of thc Bank for Internatlonal Scttlements, to develop an aoxeed list of
the types of 1uformat10q vhich might bc covered.

Another way of impreving the information available teo

the banks would be to release to them the country evaluation reports
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prepared by the International Monetary Fund in the course of its work’

(or selected portions of these reports). The proposai reflects the

fact that the Fund's country evaluations are the most thorough and

complete assessments of current economic,and financial conditions

and short~to-medium term prospects of any done by lendlng 1nst1tu-

tlons, official or private, thanks in part to the Fund's access to

a wealth of information, some of which'is not generally available.
But serious objections have been raised against the idea,

First, there is a danger that g1v1ng the banks access to material

obtained by the Fund on a confidential basis might tend to dry up -

the flow of this information to the Fund. Second, if the authors

of Fund reports knew that their Judgments were going to be released

to the banks, they might feel constrained in expre851ng them. On

both grounds, the Fund's country evaluations would lose much of their
nsefulness. Third, if all lenders assess a oountry's creditworthiness
on the'basis of the judgments made aﬁailable by one of them, the Fund,
this may amount to a form of collusion and the assessments may become
self—fulfllllng. These objections refer espec1a11y to the dlsclosure
of material dealing with forecasts and future prospects. While an
-improved exchange of 1nformat10n on past events may be more acceptable,

it would be considerably less valuable. The matter is currently re-

ceiving attention within the TFund.
Of course, the Fund's country evaluations are not con-

cerned with the identification of prospective debt servicing difficulties.
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Rather, the Fund undertakes these evaluétions because it must lec.de

(1) what comments it shoﬁld méke to its members regarding their policies
as part of its annual consultations with therﬂ, (2) what cénditions it
ghqgld require a country to observe in return for approving a drawing

or a stand-by arfangeﬁent under its "tranche'" system, and (3) whether
parﬁicular ﬁembers are eligible t6 draw, either under a previously
appfoved stand-by arrangement, or under one of the Fund's:other facilities
(e.g.'the compensatory financing faéility).

Similarly, the World Bank has dé&eloped a country evaluation
sysfem of its own, not because it wishes to identify countries in dangef "
“of encountering debt servicing difficulties, but raghef becaﬁse it
must decide on a lénding level for each of ‘its creditworthy members,
as part of the formulation of its overall'lending program.l/'

The qdalitative country‘evaluations are a blend of objectiye
information and subjective judgﬁents. This is unavoidable because not
:all aspécts of a country's situation can be reduced to objective sta-
tisticai form and because statistical data require interpretation.

;n.the final analysis, their purpose is to ascertain how much confidence

deserves to be placed on the countries concerned. The crucial element

1/ The World Bank's country evaluations are a‘blend of the qualitative

and the statistical. They include an assessment of the country's ex-
port potential, an appraisal of the nature of the external debt (i.e.
the purposes for which old debt was incurred and for which new debt
is contemplated), and an evaluation of the quality of the country's
-econcnic and financial management. The latter is based on an analysis’
of the policies being followed with respect to (1) real interest rates,
(2) the exchange rate, (3) the prices and tariffs charged by public
enterprises, (4) incomes policy, (5) debt management, and (6) the
development of a local capital market through which domestic savings
may be mobilized. The country assessments are related to long term
' projections of economic and social variables _ :
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in this is a judgment on the quality of their economic and financial

management, much as the wisdom of buying shares of a private enter-

- prise on the stock exchange depends to a large extent on an assessment

of the management running that enterprise. But this is not enough;

~a high-quality economic and financial team may be to no avail if, the

political determination to implement the policies they recommend is
absent or is weakened by social or other considerations. To say so

is not to deny the importance of social or other facﬁors in the formula-
tion of national policy. It is only to say that these‘factors in-
evitably have ‘an economic and financial price. In any concrete tase? -
the evaluation will reveal whether national policy is achieving a
reasonably harmonious blend of-the social and political objectives

with the economic and financial requirements imposed‘by the necessity

of obtaining the confidence of potential lenders.

Concluding Comments

-This péper has been concerned with the methods available
to identify countries which may be enc;untéring debt servicing
difficulties. But Fhis may not be the most important use made of the'A
techniques. An eafiier passage noted that the International Monetary
Fund énd the World Bank have othef objectives in mind. The same
mnay be true of privéte'banks. Of the 37 American banks surveyed by
the Export-Import Bank of the United States, only 9 were found to

use the country evaluation results to help analyze the quality of




- 26 -

their portfolio;six of these, and also 20 others, use the results
to set maximum exposure limits for the countries, and in some cases
to set sub-limits for specific loan maturities and categories of
loans. » . -~ . '
Of éourse, these objectives are notvtotally unrelated.
In setting maximum exposure limits (orvin déciding whether to increase
such limits and by how much), the danger that a country ﬁay soon eﬁ-
counter debt éervicing difficulties will Sureiy be taken into account.
At first glénce, it would seem aé though the prospect of debt‘servic-
‘ing difficulties would be a‘sufficiént.reason to reduce the maximum =-~
exposure limit, or at least to refrain from raising it. But lenders
must be careful that their actions will,ﬁot bripg about the debt
servicing difficulties they fbresee, that ié, that a decision.not‘to
continue increasing loans to a country will not be the cause of an
insufmountable balance éf payments gap. In the end, the leﬁders must
walk a narrow path between an unduly generous loaﬁ policy, which allows
a borrowing country ;o postpone the adoption of needed corrective actions,
and an unduly restrictive loan policy, which forces a borrowing country
into an intolerable éosition involving mofe austerity than it can
réasonably stand and t%hereby brings about thﬁ realization of its own
prophecy. o o i _ S
- This is not an easy choice to make. It requires a mature
judgment of all of the.complex éspects of the.economic, financial,
social, and political condition aqd future prospccts‘of the country con-
cerned. Surely this‘cannot‘be left entirely to a set of statistical

indicatorsy; no matter how carefully they have been constructed.
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From the poin£ of view of thé bank supervisory author-
ities, there is a further problem. It is that of devising a pro-
cedure allowing the authorities to make appropriépe comments'tp the
banks on their foreign loans, where this may be desirable, without
~ at the same time unfairly damaging the cred1t§orth1ness of borr;w1ng
countrles. If the authorities develop country assessments and
translate them into a country classification accordlng to the degree
of risk involved, it is very likely that the existence of such a
classification will becqmé known and that the listing of particul&r e
§0un£ries'as "problem" countries will hamper their future efforts
to borrow. |

In an attempt to avoid tﬁis difficulty, and at the same
time to make sure that the judgment of the authoritieé is not sub-
stituted for that of the banks when it comes to deciding on whether
or not a partlcular loan should be made, the Federal Reserve is
~.looking into'the possibility of dealing with foreign loans, in the
'processvof periodic bank exéminations, byvmeaSUring the degree.of
coﬁntry éoncentration of the foreign loans held by each individual
) baﬁk, and by evaluﬁtinglthe quality of the information possessed by
banks and relied on by them in assessiné the degree of risk involved
in their foreign loans. h

The second of thes2 two criteria may well give the banks .

an added incentive to develor the best possible method of assessing
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risk, based on the most comprehensive information available.

Given the complexity of this task, the banks should not be satisfied

L]
with a method relying entirely on statistical indicators.
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