January 2,1976

Mounting Debts

Two years ago, following the four-
fold increase in the price of oil,
most observers wondered whether
the current-account deficits of

the oil-importing nations could
ever be financed. That concern
has now faded for the industrial
nations, but remains an issue for the
non-OPEC developing countries.
The combined current-account
deficit of this group could rise to

a record $35 billion this year,
compared with $28 billion in 1974
and $9 billion in 1973. The G-10
industrial countries, by contrast,
anticipate a current-account sur-
plus of $15 billion in 1975, a
turnaround of $27 billion from

the $1122- billion deficit

in 1974.

The further deterioration in the
situation of the non-OPEC develop-
ing countries reflects such factors
as slower export growth and
softening terms of trade, as well

as higher oil-import bills. Because
of increased credits from large
commercial banks and additional
financing from OPEC and interna-
tional institutions, these deficits
have been financed with only a
modest rundown in foreign-
exchange reserves. But there has
been fear that some of the devel-
oping countries may not be able to
continue accumulating debt at such
a rapid rate, and that defaults or
reschedulings could result.

Debt profile

According to a recent World Bank
study, the external debt of the
developing countries expanded
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markedly even prior to the oil
crisis. The total volume of this debt
rose by 12 percent annually in the
late 1960's, by about 16 percent a
year in 1970-72, and by 19 percent
in 1973. Debt service payments
increased at even a faster rate, from
a 15 percent average in 1967-71,

to 21 percent in 1972 and to 31
percent in 1973.

The rapid growth in nominal
terms, however, did not imply an
equally rapid increase in debt
burden. When deflated by the
export-price index for less-
developed countries (LDCs), the
growth in debt service was 12
percent in 1967-71,14 percent in
1972, and 6 percent in 1973,
reflecting 1973's extraordinarily
high commodity prices. Al-
though data are not available, the
LDC debt situation has clearly
worsened in the last two years as a
result of the large trade deficits
and softening commodity prices of
products they export.

As of 1973, credits from official
institutions comprised nearly 70
percent of the $118 billion out-
standing debt of the developing
countries. The share had remained
fairly stable since 1967. But the share
of commercial-bank credits out-
standing more than doubled to 12
percent in 1973, largely displac-
ing suppliers' credits. Thus, it
appears that there was not any
significant shift in the composition
of LDC-debt financing toward
higher-cost sources, contrary to
common impressions.
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In the last two years the shift toward
bank financing appears to have
accelerated. According to Morgan
Guaranty estimates, 35 to 40 percent
of the external requirements of
the non-OPEC LDCs in 1975 were
financed by commercial banks,
mostly in the form of Eurocurrency
credits to a select group of mostly
high-income LDCs.

Two views

The trade deficits of the past two
years are the result of both
structural forces and cyclical forces.
From the “structural” viewpoint,
they primarily reflect the inability
of the developing countries to
adjust to the higher price of oil.
Their consumption of petroleum
has changed relatively little over
the past two years, compared with
the industrial nations, where
reductions averaged 8 percent for
all the OECD countries and 13
percent in Western Europe. A
reduction in the LDCs oil imports is
thought to have a larger (nega-
tive) impact on their real output,
because of the different structure
of their petroleum purchases.
Household oil consumption for
example, is smaller in the LDCs,
where there are fewer automo-
biles. Also, the price of fertilizer,
a key input in the (LDC) Green
Revolution countries, has risen
considerably in world markets
partly due to higher oil prices. Since
these countries have little choice
in reducing their oil or fertilizer
imports, reductions must come
from other sources.

From the “cyclical” viewpoint, the
developing countries have lagged
the industrial countries into re-
cession. Hence, the 1974-75 trade
statistics exaggerate the “true”
adjustment by the industrial na-
tions and understate the adjust-
ment by the developing countries
to the higher price of oil. The $26-
billion deterioration in the LDC
current account since 1973, for
example, is two and one-half
times larger than the $10-billion
increase in the LDC oil-import bill.
Economic recovery in the devel-
oped nations in 1976 should stimu-
late LDC exports, while slower
growth in the developing coun-
tries should curtail their import
demand, causing their deficits to
shrink considerably.

Default prospects

Experience with LDC defaults or
reschedulings prior to the oil crisis
suggests that macro-economic
policies ultimately play the pivotal
role in affecting a country's debt
situation. In anumber of countries,
large government deficits resulted
in inflationary financing that
triggered foreign-exchange crises,
while in others, emphasis on
import-substitution policies gener-
ated foreign exchange shortages
which led to debt crises. The
approach to the debt problems
typically included a stabilization
program along with trade liberali-
zation and devaluation. Where
the programs proved successful,
the country was able to avoid
future debt problems, and at the
same time, to grow rapidly.
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An obvious difference today

is that the shock is external,
rather than internal; also,

it affects industrial coun-
tries and developing countries
alike. Still, countries have
been forced to adjust, in a number
of ways. Some developing coun-
tries have devalued; others have
undertaken stabilization pro-
grams; still others have revised
their target growth rates down-
ward.

On the whole, adjustment should
be easier for the higher-income
or faster-growing countries. Three
countries—Brazil, Mexico, and
Korea—account for over athird of
the 1974-1975 combined LDC
deficits and roughly half of the
Euro-currency credits to LDCs. All
three have grown rapidly and
have diversified export bases,
which should permit them to
adjust easily.

The countries with the most diffi-
cult adjustment problems, on the
other hand, are the group of
“Most Seriously Affected" coun-
tries in Africa and South Asia.
India and Pakistan, however, are
the only countries in this group
with sizeable debt outstanding.
They are currently engaged in their
seventh and fourth rounds of
rescheduling, respectively,

but only official credits are
involved.

Among the low- to middle-
income countries, commercial-
bank exposure is significant in Zaire,

where bank credits comprise
nearly half of the country's out-
standing debt. However,
commercial-bank exposure in
other low- or middle-income
countries is quite small, measured
either as a share of the country's
outstanding debt, or as ashare

of commercial credits
outstanding.

In sum, the LDCs will have to
tighten their belts in the years
ahead, but the situation is far from
hopeless. Should a country incur a
debt problem, one can expect
creditor nations to assist by re-
scheduling the country's debt. In
the past, arrangements have in-
cluded ad hoc meetings of major
creditors, or consortia chaired by
the O.E.C.D.,, LM.F,, or I.B.R.D.,
which are responsible for pledg-
ing and coordinating regular flows
of financial aid. Additional mech-
anisms, such as the I.M.F. Special
Qil Facility, are available today for
temporary financing of oil pay-
ments problems, and a number of
developing countries can count
on OPEC assistance. These mech-
anisms should provide suffi-
cient safeguard against outright
default, although a cost is still
entailed in rescheduling a coun-
try's debt. Because of the limited
commercial bank exposure in
high risk countries, however, the
burden of rescheduling ulti-
mately is likely to fall on the
taxpayers in the creditor nations,
rather than on the commercial
banks.

Nicholas Sargen
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BANKING DATA—TWELFTH FEDERAL RESERVE DISTRICT

(Dollar amounts in millions)

Selected Assets and Liabilities Amoun_t Change Change from
Large Commercial Banks Outstanding from year ago
12/10/75 12/03/75 Dollar Percent
Loans (gross, adjusted) and investments* 88,511 + 1,136 + 2213 + 256
Loans (gross, adjusted)—total 65,785 + 328 - 1,989 - 293
Security loans 1,856 + 254 + 929 + 563
Commercial and industrial 23,287 + 27 - 1,336 - 5.43
Real estate 19,630 - 1 - 358 - 179
Consumer instalment 10,114 + 7 + 201 + 296
U.S. Treasury securities 10,015 + 766 + 4,487 + 8117
Other securities 12,711 + 42 - 285 - 219
Deposits (less cash items)—total* 88,887 + 994 + 6,310 + 764
Demand deposits (adjusted) 24,723 + 590 + 1,074 + 454
U.S. Government deposits 415 - 76 + 61 + 17.23
Time deposits—total* 61,821 + 481 + 4,688 + 821
States and political subdivisions 6,110 + 154 - 15 - 0.24
Savings deposits 21,794 + 24 + 3,804 + 2115
Other time deposits! 30,297 + 226 + 957 + 326
Large negotiable CD’s 16,441 + 410 - 69 - 042
Weekly Averages Week ended Week ended Comparable
of Daily Figures 12/10/75 12/03/75 year-ago period
Member Bank Reserve Position
Excess Reserves 72 8l 50
Borrowings 1 1 26
Net free (+) / Net borrowed (-) + 71 + 80 - 24
Federal Funds—Seven Large Banks
Interbank Federal fund transactions
Net purchases (+) / Net sales (-) + 2351 + 1,767 + 1,761
Transactions of U.S. security dealers
Net loans (+) / Net borrowings (-) + 1,154 + 707 + 879

"mincludes items not shown separately. ~Individuals, partnerships and corporations.

Information on this and other publications can be obtained by calling or writing the Public
Information Section, Federal Reserve Bank of San Francisco, P.O. Box 7702, San Francisco 94120.
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