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Indebtedness of East European countries®

*Since Jast year, the East European countries have entered a period of historic
transformations. By opening a large new area of the world to’ market-induced
" tmprovements in etficiency, real possibilities for expansion in both East and West

will increase. However, these long-term beneficial effects can only oceur if political
and economic reforms in Eastern Eorope succeed which can by no means be taken
for granted. Theinitial impact of these reformatory changes on the region’s financial
Egtt_cmnn has been obvipusly n:glal:wr:_ and a further worsening seems inevitable

ore any improvement oceurs. [n this connection, itis appropriate to draw some
conclusions concerning the level of indebtedness of East European countries. This
guestion is of crucial importance for capacity of these countries to incur new debt
and to attract foreign investment, Both indispensable for a successhul implementation
of rigorous adjustment policies and deep structural reforms.

Evaluation of the indebtedness of East European Countries

Ky debt figures for the following eight Eas:EuI?j::an countries are presented in tables
1-8: Poland, Hungary, Yugoslavia, Romania, Bulgaria, USSR, GDR and Czechoslovakia. Data
for Albania is not available, These figures include eight chosen measures of indebtedness: gross
external debt, net external debt {grnss debt less reserves), share of debt owed to private banks,
debt/GINF ratio, debtiexparts ratio, interest/exports ratio, debt service/exports ratio and debt-
service/GNP ratio. More details on these debtindicators are givenin the footnotes to the tables.
Due to the general lack of reliable, consistent and comparable data on Eastern Evropean
external debt from deblor countries” sources, two sets of data produced by international
organizations are used in this paper, OECD data is available for seven from among the eight
countries {for all expect Yugoslavia). World Bank data is available for four countries:
Yugostavia, Romania, Hungary and Poland. The main advantage of the adopted approach is
that data from each source is (0 a large extent comparable. The main differences between the
twosetsof data are explained in the footnotes to the tables, Itis also important that World Bank
indicatars can be directly compared with corresponding indicators for other heavily indebted
couniries.

Two additional indicators from other sources are included in the tables: country .
creditworthiness rating and debt prices in the secondary market.

According to QECD criteria based on debt-to-exports, interest-to-exports and debt-
service-to-exports ratios, four catepories of countries canbe distinguished (Markets, 1990 p.21-
27y

The first category includes one country only, namely Poland whose debt burden is
comparable ta those of the very heavily indebted Latin American countries. The authorities are
unable 10 service the debt and must constantly negotiate with foreign creditors. Payments 10
service the debe, if made in full, would absorb such a large share of export m::iFts and budget
expenditures that not only econemic reforms but even the very functioning of the economy
would be virtually impossible. This staternent remains true even in the case only full interest
payments are taken into account.

The second group comparises Hungary and, since recently, Bulgaria. In these countries,
the debt level is such that the debt d:ﬂ.rmc:llge significantly increased which may constitute a
constraint on the future domestic growth. According to OECD experts, the existing debt is near
the country's debt servicing limit, butsﬁ]]manﬂgtagigﬁ- Invowr opinion, this 1s notso sure; we think

*The paper presented al the International Raunr.am:nﬁ“ﬂbg:im: and further enhancing development
momentum in the context of rapid change™ held at Sveti Stefan on June 28-34, 15980 : "
- ' 3



that onty interest payiments, but not principal repayments, can be met by these countries in the
Coming years.

The third group consists of countries with moderate debt burden. Yugoslavia, USSR and
GDR can be categorised as such countries, f'ﬁ.c,mrding to QECD experts, they have some
capability for incurring additional debt as part of a medium-term growth strategy. However,
such a sirategy should be carried out with great caution, since the situation can worsen very
quickly and get out of control, as recently shown by the Bulganan case.

Of course, in this groep, the situstion of GDR is rather special in view of the imminent
German reunification.

The: last eategory includes enuntrics with light debt burden: Caechoslovakia and Romania,
thoughin the case of the fatter the forced repayment of debt has been disastrous to the economy.

The World Bank classifies the debtor eounitries on the basis of four indicators: the ratio
of debt to GNP, the ratic of debt to exports, the ratio of interest 1o exports, the ratio of debt
service to exports. A country is considered 10 be severly indebted if at least three out of these
four indicatars fall above criticad levels caleulated as uawelghled 1988 means of each indicator
fora proup ol countries e ntified as experigncing n:-’.::nt{.'ir:ﬁ!. servicing difficulties: a deby/GNP
ratic of 50 pereent, a debt so exports ratio of 273 percent, a ratio of scheduled interest ro exports
of 20 percent and ratio of seheduled debt service o exports of 30 percent, I atleast three of our
observed values exceed 60 percent of the above eritical value, the country is classified as
moderately indebted (Measurement, 1953 pl).

Acearding of these eriteria, the World Bank classifies Poland and Hungary a3 Severely
Indebead Middie-income Countries (SIMICS) and Yugosiavia as Moderately Indebted Middle-
Income Country (MIMIC). If we apply these criteria to other East European countnes not
covered by the world Bank categorisation, Bulgaria will be identified as Moderately Indebted
Middle-Income Country.

Although the above classilication should not be taken as an automatic criterion of
eligibility for officially supported debt service reduction, a more detailed analysis of the level of
diﬁcrcm indicators as well as of the overall economic situation of individual countries permit
to draw some conclusions. '

Firstly, the indebtedness of East Evropean countries is extremely differentiated. Different
situntions require different remedies. There can not be any unique solution to Eastern
European debt problem. '

Secondly, the unprecedented transformation of centrally planned economies back
to market economies will require a substantial inflow of resources. However, rather than
traditional debt finance , equity capital will be sought. There are both internal and external
reasons for this evolution. The internal ones include a shortage of domestic capital needed to
carry out the privatization of the econcmy as well as a dramatic need [ur Western advanced
technology and managerinl skills, The external reason is the outstanding foreign debt burden
discussed above, Notonly for Poland, but for Hungary, Bulgaris and Yugoslavia, too, there 13
not much room for an merease in the traditional external debt, OF course, foreign direct
investment can also constitute a burden to the country's balance of pavments beciuse of the

swsibility of profit repatriation, but this at least im plies the profitabifity of the investrrent.
Vhereas, when investnients are to be financed by debt, interest on that debt has to be paid
irrespective of the profitability.

Thirdly, for several countries even such an E,quil{ capital inflow coupled with resources
from official sources {loans frominternational financial institutions, especially the IMF, World
. Bank, B1S and European [ovestment Bank, Fnu rantecs, from expaort credit agencies and foans

and granis from individual covernments) will not be suilicient without a substantial reduction
in the outstanding debt. What more, without debt reiief, private investors may avoid sech
countries because the continuously prowing debt overhdng constitutes a threat to the country’s
economy and, in particular, to the freedom of repatriation of profits and of the invested capital
itself. Practicnily, everybody agrees that this is just Poland's ¢ase but this recognition does not
alter the fact thatnobody knows how such reduction in the polish debt can be actually achieved.

However, in our opinion, Hengary 1oo has become efipible for debi relief, both because
of its indebtedness level and its commitment to adeguate economi¢ reforms. In the near future,
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also Bulgaria and perhaps Yugoslavia can need debt reduction, but especially in the case of the
former an additional but fundamental condition for obtaining such relief would be a move
toward an appropriate adjustment program. . '

e

Prospects for debt reduction

Itlocks like a paradox that 2 meaningful debt reduction seems to be most diffieult for that
East European country which obviously needs it most, namely Poland. Poland’s eligibility for
debt andfor debt service reduction is evident, This results from the level of relevant indebiedness
indicators, the implementation of a mode] adjustment program approved by the IMFY, the
evident propress towards democracy, as well as from excellent political relations with the main
creditor rnments. Practically all our creditors already recognize the need of a reduction in
the polish debt, although not necessarily on such a scale as recently proposed by the Polish
government i.e, by 80 percent. This proposal seems to be realistic from the point of view of the
lish debt service capability (ata level of about 10 percent of export earn iﬂg,fﬁ, especially in the
ace of implementation of an extremely radical stabilization program and deep structurz]
reforms, aswell asbecause of the present prices for the Polish debt in the secondary market gi 3
18 cents on one dollar). However, actual chances to obtain the proposed reduction seem less
realistic. The point is that, at present, & substantial debt reduction for middle-income countries
is available with respect to-debt owed to private banks only, especially under the Brady Plan.
Whereas the bank debt share in the total Polish debt amounts to about 200 percent only.

Al the beginning of June the creditor banks preliminarily agreed o cover the total Polish
bank debt, including arreas, by such a deal. In our opinion, the conclusion of such 2 deal would
be useful for Poland, although it would by no means constitute a comprehensive solution to the
Polish external debt problem.

An examination of our deals already concluded under the Brady Plan by Mexico,
Philippines, Costa Rica and Venezuela, and cspecially an analysis od their effectivencss, show
that with a skillful formulation of the agreement we could expect a 75-80- percent reduction in
the present value 5]”: inclusive of the debt service reduction ) of our bank debt which amounts
ta aboat USD 9 billion. But the actual reduction in the total debt would be somewhal less, since
the dealwould have to be atleast partially financed by new loans from the IMFE, the World Bank
and hilateral sources. The cost of the deal world amount to abowt 1.5 killion of which about one
half could come from the above-mentioned ofticial sources and the rest from Polish own
international reserves. Apart from beneficial effects to the country’s balance of payments (also
because of lower principal repayments), a normalization of relations with commercial banks
could be an additional advantage.

However, the problem of our USD 22 billion long-term debt to official ereditors
would still rermain unsolved. Since 1982, Poland practically did not service that debt. In last
March the Pans Club dispensed Poland from all payments on their claims (including interest)
for ane year, till March 1991, This strategy, in spite of a meaningful temporary relief for owr
balance of pa{"m:nts, does not solve the problem, since it evident that in the nextyear Poland
will be equally unable o sepvice this debt, the more so as the debt is growing because of
capitalized interest. As already mentioned above, this debt overhang seriously hampers the
intlow of private capital especially in the form of direct investment, since even a capital flow
liberalization, inclusive of profit repatriation, can not be credible under such circumstances, As
yet, there has not been any definite debt reduction initiative addressing the geverely indebled
middle-income countries {5IMICs) whose debt is primarily owed to official creditors: here
Poland, Marocco and Senegal would be specifica i; meant. Some proposals to widen the
Elﬂ nciple of debt relief are to be discussed during the July world economic summit in Houston.

owever, these proposals are hikely to adress rather the so-called fower middle-income
counitries such as Nigeria, [ Coast and Gabon whose debt is also owed to & great extent 1o
official creditors, On the other hand, there also appeared 1o be a consensus in favour of further
widening the Toronto terms to poor couniries outside Africa. So, none of these new propisals
will meei the needs of countries mentioned above, among them Poland.

'In this respect, different reservations aroused by this program in Poland jself are of less importance.
S 5
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OF course, different proposals can be put forward to set up specinl funds or trusts which
would take over the Polish debt to official creditors. Such proposals have been actually made,
but they remain unrealistic as long as the official creditors continue to insist that their claims are
still worih 100 percent of their face value. The creditors do not seem to be ready 1o create a
precedent of which all the other countries more 07 less indebied to the Paris Club would
mmmedisely wish to vl themselves, And thisis just the difference from the sometimes quoted
case of West Germany whose debt to oflicial creditors was partiy written ol i 1953, At the tine,
only one country was comeerned and now they nre many and itis difficult to find a solution which
would not ereate 2 wider precedent. Hence the present deadlock.

A widely debated problem is the advisability to use debt-to-equity s-u'nﬂ;s.we believe that
this teehnique can be very uselul indeed notonly for Poland but for some other East Evropean
Countries too, however rather as a ool to gtiract foreien investment than 45 2 debe reduction
instrument. Sa, other debt reduction technigques, if available, should be used first because they
generally alow the debtor country to capture a substantiakly larper part of the secondary market
discount than in the case of debt-to-equity swaps which leave the main part of this discount in
the hands of the investor. That's why all the countries having already negotiated officially
supported debt reductions suspended debt-to-equity swap programs till the conclusion of the
apreement. We think that the Lozt BEuropean countries, especially Polind and Hungary, should
follow this example L.e. first negotiate comprehensive bank debt reduction and only next launch
a debt-to-equity swap program for the remaining andfor new debt instruments. If, however,
such'a comprehensive agrecment were not 1o be reached in forsecable future, it would be
atdvisable to admit debt-1o-equity swips as so0n a8 possible.

These swaps are olten regarded to be proaniiationary, Thisis true, but they are pot more
pro-inflationary than other capitad inflow. Moreover, if used in connection with privatization,
debt-to-equity swaps will exert na inflationary influence at ait.

As far as East Evropean countries other than Poland are concerned, it seems that debt
reduction for Hungary, and later perhaps Bulgoria and Yugoslavia, will be easier toachieve duc
to the structure of their debt. All these countries owe the bulk of their external debt to private
banks and for this kind of debt appropriate debt reduction mechanism already exist and are
expected further to develop.

Finally, debt-to-equity swaps can be widely vsed by all the above-mentioned eountries,
and perhaps also USSR, as soon as their debt will be actively traded in the secondary market
which seems imminent (see tables 2, 4, 5). :



Tahie 1

Poland
QECD data World Bank data
1938 T5a5 1588

1. Gross external debt

(LIS miltions) 39,116 41, K} 42,137
2. Net debt (USD millions}* 35572 37520
3. Debt owed 1o private banks

{percentage share of total debt) 194 22.1
4, Deby/ONT ratio (percent) : . 65,0
5, Debt/Exports ratio (percent} M. S3LCH 49B.G"
6. Interest/Exports ratio

{percent) . &0.1¥ AL M3
T, Dbt service Exports ratio

{poreent) T6AF B8 7.5
&, Debt service/GNF ratio '

{percemnt) S¥

Memorandum items

9. Coumntry credifworthiness
rating {March 1990}

Rank Credit worthi-

Thess nddext

Six months  One year
change change

77

1%.0

0.5

10, Debt prices in the secondary
market {(cents on one USDY

March 29, 1990

14,0 - 15,40

May 15, 1590
16.0- 180

' Preliminary
* Gross debt less reserves
* Gross deby/ GNP

4 Net debt/Exports (goods only) in convertible currencies

* Crross debtTxports (goods and services ) in convertibie currencies

' Seheduled net interest/Exports (goods only) in convertible currencies

* Scheduled interest/Exports {goods and services) in convertible currencies

* Scheduled debt service/Exports (goods only) in convertible currencies

' Scheduled debt service/Exports {goods and services) in convertible currencies

I Seheduled debt serviee/ GNP

*Rating based on information provided by internationz] banks which grade each

country every six month on a scale from 010 100

Source: Market, 1990 p.19-27; Measurement, 1989 p.%-11; World, 1989 val.2; Tnvestor,
1990 p. 7, Prices 1990a; Prices 1990b; Sheet 19904, Sheet 19900,



HUNGARY

Table 2

OECD data World Bank data
1558 1685 I9E5

1. Gross extemnal debt

(USD millions) 17,305 20,600 17,561
2. Netdebt (USD millions)® 15,926 19,446
3. Debtowed to privaie banks

{perceptage share of total debt) 3.0 .
4. DebtfGNP ratio (percent) ; . 3
5. Debt/Exports ratio {percent) 200, 325.0¢ 20,3
6. Interest/Exports ratio

{percent) 210 20.06 243
7. Debt service/Exports ratio

{percent) 4.0 450 615
5. Debtservice/GNP ratio

{percent) 1.6

Mlemorandum items

.
% L

. Couniry creditworthiness
rating (March 19%(0)

W

Rank Credit worthi-

Tess index®

Six months  One yeay
change change

42

43.6

.9 (1.9

10, Debt prices in the secondary
market {cents on one LI5D)

March 29, 1999

-

May 15, 1950
T0.0-75.4

" Indicative prices.

All the remaining fooinotes as in Table L

Sourcg: see Table 1.
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Tabie 3

YUGOSLAVIA
QECD data World Bank duta |
: 1988 1985 1988
1. Gross external debt
{USD millions) e 21,684
2. Metdebt (LIS millions)® . . .
3. Debt owed to private banks : -
(percentage share of total debt) o 37
4. Debt/GNP ratio {percent) . . 3640
5, Debi/Exports ratio {percent) . . 108,58
6. Interest/Exports ratio : : :
(percent) L 120w
7. Debt service/Exports ratio ' _ -
(percent) o : 23.0¢
8. Debt service/GNF ratio
(percent) . ' . 7.7
Memorandam items
' ' Rank Creditworthi-  Sixmonths  One year
) ness index® change change
9, Country ereditworthiness
rating {(March 19907 il 271 1.3 0.3
10. Debt prices in the secondary March 29, 1590 May 15, 1990
market {cents on one USD) 58.25 - 39.00 60,25 - 61,50

Al the footnotes as in Table 1.

Sougrcer see Table 1.



Table &

BULGARIA
OECD data World Bank data |
1938 198% ' 1988
1. Gross externzl debt
(LUSD millions) ‘ 7,946 9,500
2. Met debt (USD millions )y 6,10 8,26
3. Debt owed to private banks
{percentape share of total tinht} 71.0
4. Debt/GNP ratio (percent) . .
3. Debt/Exports ratio {percent) 140.0¢ 26500
6. Interest/Exports ratio
{percent) 12.0 14.06
7. Debt service/Exports ratio
{percent) 390 4000
8. Debt service/GNP ratio
(percent)

Memorandum items

Rank Credit worthi-  Six months One yedr

néss index® change change
9. Country creditworthiness
rating (March 15%0) 43 43.1 -2.5 -3.4
10. Debt prices i-n the secondary March 29, 1990 ? way 15, 1990
market {cents on one LSD) - 20.0 - 400

' Indicative prices.
All the remaining faotnotes as in Table 1.

Saurce: see Table 1.
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Table 5

USSR
OECD data World Bank data
1958 198G T 1988
1. Gross external debt
{USE miflions) 40,856 48,0040
2. Netdebt (USD millions)* 25,601 32 NE
3. Debt owed to-private banks
{percentape share of oial debr) 62.0
4, DebtfGNE ratio (pereent) : .
5. DebyExports ratio (percent) Qo 113.0¢
6. Interest/Exports ratio
{percent) 6.0 1.
7. Debt service/Exports ratio
{percent) 230~ 3.0
g, Debt service/GMNF ratio
{percent)

Memorandain 1lems

L

market {cents on one USD)

Rank Credit worthi- Sixmonths  One year
ness index” change change
9. Country creditworthiness
rating {March 1990) 23 62.1 -22 -18
10. Debt prices in the secondary March 29, 1‘:‘:9[’3 May 13, 1950

"' Gross debt fess known reserves.

* Increasing offers of both loans and bonds.
All the remaining footnotes as in Table 1.

Sawrce: see Table 1.
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GDR

Table 6

OECD data Warld Bank data

1988 198% 1988

1. Gross external debt
(USD miltions)
2, Netdebt (USI millions)®
3, Debt owed 10 private banks
{percentage share of total debt)
4. Debt/GNP ratio (percent)
5. Debt/Exports ratio (percent)
6. Interest/Exports ratio
{percent)
7. Debt service/Exports ratio
{percent) e
8. Debt service/GNFP ratio

(percent)

19,501°
9,505

21,200
11,260

a7
106 07 118.0¢ S
B.0F a3.0F

72.0¢ 0.0 .

Memorandum dems

9. Country creditworihiness
rating {March 1990)

Six months
change

Rank Credit worthi-
ness indext

Oine year
change

31 LYH | -12 -11.7

1. Debd prices in the secondary
market (¢cents on one USD)

March 29, 19%)

-

May 15, 1990

''rchudes intra-German debt,

All the remaining footnotes as in Table 1.

Source: see Table 1.
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ROMANIA

Tabie 7

COECD data World Bank data
1988 198% 1985
1. Gross external debt
(UISD millions) 28110 1, 0080 2,750
2. Net debt (USD millions)* 2401 -6
3. Debtowed o private banks
(percentage share of total deit) 15.0 . 13.1 1
4, DeblfGNF ratio {percent) . . 4.7
5, Debt/Exports ratio {pereent) Az -1.0¢
6. Interest/Exports ratio '
{percent) 4.0 1.0f
7. Debt service/Exports ratio
{percent) 230k 150p
8. Debt service/GNF matio :
{percent} T
Memorandum iems
Rank Creditworthi-  Sikmonths  One year
ness indext change change
3. Country creditworibhiness :
rating { March 19801 52 333 A 0.7
in. _ Debt prices in the secondary March 29, 1990 ?Iri.'}:_'l:’ 15, 1950
market (cents on one USE) - -

Al the footnotes 25 in Table 1.

Source: see Tabie L
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CZECHOSLOVAKIA

Table &

OECD data

World Bank data

1958

1985

1985

1. Gross external debt
{USD millions)
2. Netdebt (USD millions)®
3. Debt owed to private banks
* {percentage share of 1ol debt)
4. Deby/GNP ratio (percent)
5. DebyExports ratio (percent)
6. Interest/Exports ratio
{percent}
7. Debt service/Exports ratio
(percent)
8. Debtservics/GNT ratio

(percent)

5,021
4,049

0.0
TaH
.4

6.0

6,90}
5370

95,01
51

T4F

Meamorandum items

Y, Country ereditworthiness
rating (March 195])

Bank  Credit worthi-

ness idext

S months
change

Crne year
change

36

L7

10, Dbt prices in the secandary
market {cents on one USEY)

Mareh 249, 1990

May 15, 1990

Adl the footnotes as in Table L

Sowrce: sec Table 1.
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