IMF Staff Papers
Vol. 46, No. 2 (June 1999)
© 1999 Internarional Monefary Fund

Countries’ Repayment Performance Vis-a-Vis the IMF

A Comment on Aylward and Thorne

ARNO BACKER*

Aylward and Thorne (1998) investigate sovereign debtors’ repayment per-
formance vis-a-vis the International Monetary Fund. They distinguish
through logit analysis between countries that make timely repayments and
those that run into arrears. Their conclusion is, inter alia, that the inclusion of
IMF-specific financial variables and a small number of macroeconomic vari-
ables yields a highly significant econometric model of the probability of a
country incurring IMF arrears. Aylward and Thorne also compare the countries’
repayment behavior vis-a-vis the IMF and other creditors, respectively. They
find that the number of countries that have incurred protracted arrears to the
IMF is much smaller than the number of countries that have failed to service
their debt to other creditors and/or had to enter into debt-rescheduling arrange-
ments. In addition, political instability seems to play a more prominent role
among the most protracted cases of IMF arrears than it does among countries
with non-IMF-specific repayment problems.

Although Aylward and Thorne point out the importance of political and sociopo-
litical factors for debt servicing, they rely mainly on financial and macroeconomic
indicators in their empirical analysis. Past experience of threatened and deliberate
debt-service interruptions, especially since the debt crisis in the 1980s, has led to an
understandable focus in the literature on debtors’ willingness to honor their debt-
service obligations (see the overview in Cataquet, 1985, and Saunders, 1986). Most
approaches in that strand of the literature take as their starting point a “social
planner” (not specified in detail) who maximizes the country’s expected utility by
deciding for or against honoring its debt contracts berevolent dictatoin the
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empirical country-risk literature, payment interruptions aggagned using muki
variate risk indicatord heir choice does not, in general, reflect a theoretically sound
explanation model, it rather plausibility considerationBhis may of course, lead

to a misspecitation of the econometric model, which is especially problematic if
the model is used for crediauations.

Financial indicators are the result of past economic conditions and policies as
well as haing an impact on current conditions and policies. But it is the general
policy stance of the gernment that determines the directioninéhcial policies.
These might, in addition, be influenced by short-teagtdrs lile external crises
or internal political pressureA.pure & post analysis ofifiancial and macroeeo
nomic indicators can therefore be misleading if used for credit decisi@rsjfe
the identifed parameters linking them to thedlihood of arrears are highly sig
nificant. Consequentlyhe sociopolitical background must be included in the pic
ture to check amjnst poliy changes, etc., especially if the political structures
embodied in time series (past repayment history) are used fonte or out-of-
sample forecasts (time-spéciéffects model)Aylward andThorne (p. 612) tak
up a similar point with their notion of a “state-dependent design for the fhodel.
But for ex ante forecasts of arrears, a dumnayiable for past arrears is only a
beginning. A change of geernment, or ¥en changing moods within a \grn
ment, can stifce per se to change its debt-servicing stance and should therefore
be talen into accountTherefore, credit institutions, insurance companieg)lee
tory authorities, and rating agencies, whiclvehaigh \alue at risk, xplicitly
include sociopolitical elements in theirveoeign-risk models (seeverview in
Haque, Mathieson, andafk, 1997, and in Baek 1998a, ch. 2)This is despite
the fact that standardized economic data are generally more detailed, more timely
and less xpensve to obtain than the demographic, social, and political data of
some emajing countries.

A Politicoeconomic Approach

The academic country-risk literature has ap lfeen influencedery little
by the fndings of the political or ne political economics departing from
Nordhaus (1975)Therefore, the question arises as tavhaternal political
pressure from lobby or interest groups can lead to debt-service problems, for
example, opposition to adjustment measures recommended by the IMF-or pub
lic protest aginst foreign banks. (See Hagd and Kaufmann, 1989, p. 248,
and Nunnenkamp and Picht, 1989, pp. 696-97). &4¢k998a and 1998b)
introduces a stylized politicoeconomic model thatgné¢es these considera
tions. It departs from thea€t that citizens are fetcted in map ways by their
governments external obligations and the adjustment measures these iiply
the framevork of the balance of payments anatleding asset transactions, the
external debt service ultimately has to be raised by primary current account sur
pluses.That implies a corresponding reduction of internal absorption. égok
at the other way round, the current account surpluses of an open economy entail
a surplus of sangs orer investmentThis means that, other things being equal,
higher external debt-service payments lead tovieaburdens through taxation,
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reductions in public westment, social wedfe spending, and public services.
General political and psychologicadtors such as status thinking etc. also play
a role (Lissakrs, 1991, pp. 199-200).

In Backer's model (1998a and 1998b), the population viddd into distinct
groups, which assess the adtages and disagntages stemming from debt service
differently Their subjectie reactions determine the iwidiual support or opposi
tion of the group members for oraagst the geernments (debt-service) polic
This results in an indidual net support, which can be translated into a probability
of that indvidual oting for the geernments polig/. The gawernment, therefore,
chooses a debt-serviceéd that maximizes theverall support for its policamong
the population (measured as a weighted sum of support probab#itirgqrd and
Thornes obseration of a relatiely low probability of countries datilting on IMF
debt \ersus other debit$ in well with this.This is no doubtwing to the central
role that the IMF plays in the internationahancial systemThe IMF’s status
means that a dadfilt on IMF loans will probably px@ far costlier to a debtor coun
try, in terms of direct or indirect sanctions, than will aadéifon commercial debt;
therefore, it will normally be considered only as a last resort.

Debt-servicing capacity can consequently be interpreted as the result of a
politicoeconomic ealuation process that irgeates the general economic and
sociopolitical situation, the indidual preferences of each citizen as well as the
political optimization calculus of the gernment. One of this modsladantages
lies, inter alia, in its ability to alle for an analysis of internal policonflicts. In
an treme case, the politicopsychological state of a society could be so strained
that a debt reduction could n&kn increase in net debt service possible by damp
ening the oppositiohis result implies thexéstence of a politicoeconomic debt-
service Lafer cune, analogous to the originéébt elief Lafer curve which was
founded on pure economic terms.

Determinants that wa so &r been rather géected in the literature are wo
highlighted: the costs and beitgfof contractual debt obligions as subjecttly
perceved by diferent population groups; their imitiual information and time
preference; thein@luation, depending on the opportunity cost of the debt service,
which translates the perged costs and beritsf into a measure of gernment
policy support; features that transform the resulting net support inteléndikd
of voting for the gewernments current (debt service) paficand the dierent
group sizes or the political influence of population groups witbrging opinions
on foreign debt servic&his is in line withAylward andThornes finding (p. 603)
that a lage part of the ariation in countriestfepayment behdor is country spe
cific rather than attrilitable to macroeconomi@siables.
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