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Introduction

Sovereign debt—borrowing by governments—has been a feature of world finance since antiquity. By its very nature, governmental borrowing is somewhat arcane and usually takes place beyond the purview of the typical citizen's personal interest. However, at all times, sovereign borrowing affects everyone in society—after all, when a government borrows it hands a piece of the obligation to every taxpayer. Normally obscure, sovereign debt sometimes suddenly seizes headlines and becomes spectacularly important for everyone in a society under stress. This volume offers the reader a comprehensive understanding of how sovereign debt works and how it affects the world today. Problems with sovereign debt shape the course of wars and help to determine national boundaries. In times of crisis, the management of sovereign debt even has an impact on the type and amount of food that people consume.

Today, issues of sovereign debt are more important than ever, and these concerns promise to reach into the lives of all of us to an unprecedented degree in the future. The last 15 years have witnessed rather spectacular events related to sovereign debt, debt crises, and default. In 1997, the Asian financial crisis swept across East Asia with devastating effects on economic growth and consumption in Thailand, South Korea, and Indonesia, and also afflicted Hong Kong, Malaysia, Laos, and the Philippines. Consumption plummeted in Thailand, and economic growth in the Philippines fell to nearly zero. At the same time, events forced Indonesia to devalue the rupiah. Widespread rioting followed, and Indonesia's government fell after decades of rule.

The Asian financial crisis led swiftly to a default by Russia, leading the International Monetary Fund and the World Bank to respond with a $23 billion bailout. Russia's nearby trading partners, many former Soviet republics, suffered considerably as well. Belarus and Ukraine sharply devalued their currencies, and in Uzbekistan the government placed restrictions on the sale of food to avoid panic. For their part, the Baltic states of Estonia, Latvia, and Lithuania fell into recession.

Having swept from Asia to Russia in a short period, financial distress came quickly to the United States with a dramatic effect on the hedge fund Long-Term Capital Management (LTCM), which was heavily invested in the Russian ruble. Events quickly proved that LTCM was pivotal in the global financial system, revealing a degree of interconnectedness that had previously been unthinkable. Policy makers soon realized that the collapse of LTCM threatened the entire financial system, and the Federal Reserve Bank of New York organized a bailout financed by $3.5 billion from the largest financial firms on Wall Street. The proud LTCM, which featured principals who had won the Nobel prize in economics, completely collapsed.1 The aftermath of these crises revealed to all attentive observers a new world financial structure that now possessed an astounding degree of interconnectedness—a world in which financial distress could fly as quickly as rumor.2

Against the background of the late 1990s, it was easier during the time from 2007 to 2009 to comprehend the speed with which financial distress could travel from market to market and from firm to firm, even if the magnitude of that distress shocked virtually everyone, from Wall Street titan to the small-holding pensioner. These events have set a new stage for sovereign debt in a globalized financial world—a world in which a financial hiccup in one region, market, country, or company can cause convulsions in an economy previously thought to have been quite remote from the original point of distress.

SOVEREIGN DEBT: A PIVOTAL FACTOR IN WORLD AFFAIRS

With the breakup of the Soviet Union in the early 1990s, some observers saw an ultimate and permanent triumph of liberal democracies with an “end of history” that initiated a stable future. This view was short-lived, and now others see an enduring “clash of civilizations,” or at least a “return of history and the end of dreams.”3 The attacks of September 11, 2001, certainly provide a general awakening to conflict at the level of civilizations, while the collapse of the dot-com bubble and the financial crisis of 2007–2009 has made us all aware that we now live in a new world of finance.

But we also live in a world being radically transformed by the rise of new economic, political, and military powers. At least one leading economist foresees China as quickly becoming the country with the world's largest GDP and succeeding in establishing an economic hegemony over the rest of the world.4 With a military that is still little threat to that of the United States, China has just passed the United States in total number of warships. While some concede that the United States and the Western democracies generally face a slowly developing eclipse, others speculate that complex societies may be faced with sudden collapse and specifically suggest that such rapid dissolution of world standing might be a near-term fate for the United States.5

While any reasoned reading of geopolitical tea leaves suggests that the West faces huge challenges ranging from an aging population to a loss of economic and military primacy, it should be clear to all that much of the West's ability to navigate the next decades will depend to a considerable degree on its financial strength. In the United States, the collapse of home prices, the dislocations of the ensuing Great Recession, the fiscal plight of many state governments, and the growing furor over economic management at the federal level all make the financial challenges we face evident to almost everyone.

These challenges face the Western democracies generally. Exhibit I.1 shows the level of total societal debt—the sum of the debt of governments, households, financial institutions, and nonfinancial businesses—for the leading economic nations of the world. By this measure, the United Kingdom and Japan are far and away the most heavily indebted societies, with total debt exceeding more than four years of the entire gross domestic product of these nations. The United States is only in the middle rank of these nations with slightly less than 300 percent of GDP as the burden of its societal debt. Notably, the large developing nations—the BRIC countries of Brazil, Russia, India, and China—carry the lowest debt burdens.6


Exhibit I.1 Total Societal Debt as a Percentage of GDP

Source: McKinsey & Company, “Debt and Deleveraging: The Global Credit Bubble and Its Economic Consequences,” January 2010, 20.
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Exhibit I.2 Sovereign Debt as a Percentage of GDP

Source: McKinsey & Company, “Debt and Deleveraging: The Global Credit Bubble and Its Economic Consequences,” January 2010, 20.
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For this same collection of nations, the rank ordering of sovereign debt as a percentage of GDP differs substantially from the ranking for total societal debt, as Exhibit I.2 shows. Japan's sovereign debt burden is almost twice as large relative to GDP as Italy's, which is second. Again, the United States falls in the middle rank of these countries. The BRIC nations, with uniformly lower levels of total societal debt, are diverse with respect to their sovereign debt levels. Most notably, Russia has very little sovereign debt, no doubt due to its sovereign default in 1998 and its subsequent exclusion from sovereign borrowing.

In the United States, the level of sovereign debt has varied dramatically over the years, showing a marked tendency to rise during times of war and to fall during times of peace. Exhibit I.3 shows the fluctuating level of sovereign debt for the United States from 1800 to 2010. The graph shows a clear pattern of debt that rose during periods of war: the Civil War, World War I, and during and immediately following World War II. The current debt level is second only to the level that resulted from World War II. In the United States, this unprecedentedly high level of sovereign debt in a period of relative peace, coupled with high levels of personal debt are two principal sources of the economic concern that resulted in the political realignments of the mid-term elections of 2010 and continue to threaten (or promise) continuing substantial political repercussions.


Exhibit I.3 U.S. Federal Debt as a Percentage of GDP

Source: www.usgovernmentspending.com/federal_debt_chart.html. Accessed September 1, 2010.
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Concerns about sovereign debt are now widespread and intense. As a survey of sovereign debt conditions shows, the United States remains in a strong position as a borrower, despite having suffered a large worsening of fiscal conditions in a time of relative peace. Compare, for instance, the list of the world's riskiest sovereign borrowers, topped by Venezuela, as Exhibit I.4 shows. There is little doubt that Venezuela is capable of repaying its debts, given its substantial oil wealth. However, political posturing by an unreliable and perhaps unstable dictator there makes the honoring of Venezuela's debts a less-than-safe proposition. For Greece, the second riskiest sovereign borrower, the problem is quite otherwise. Greece worked itself into a bad situation through years of unsustainably generous social payments, a succession of governments that permitted themselves to be hostage to powerful unions, and a society committed to tax avoidance under the aegis of a government with poor tax-collection abilities. In late 2010, Credit Market Analysts, Ltd., the source of these rankings, gave both Venezuela and Greece a higher than 50 percent chance of default sometime during the next five years. Exhibit I.5 shows the most reliable borrowers, with Norway being the most likely to repay in full, due in no small part to its vast oil revenues, combined with its very substantial sovereign wealth fund. Despite the excited headlines, the United States remains a very reliable credit risk, ranked third for reliability by Credit Market Analysts, Ltd.



Exhibit I.4 The World's Riskiest Sovereign Borrowers (Ranked from Riskiest to Less Risky)

Source: Credit Market Analysts, Ltd., “Global Sovereign Credit Risk Report,” Second Quarter, 2010, 4.




	1
	Venezuela



	2
	Greece



	3
	Argentina



	4
	Pakistan



	5
	Ukraine



	6
	Dubai



	7
	Iraq



	8
	Romania



	9
	Latvia



	10
	Bulgaria









Exhibit I.5 The World's Most Reliable Sovereign Borrowers (Ranked from Most Reliable to Least Reliable)

Source: Credit Market Analysts, Ltd., “Global Sovereign Credit Risk Report,” Second Quarter, 2010, 5.




	1
	Norway



	2
	Finland



	3
	USA



	4
	Denmark



	5
	Sweden



	6
	Germany



	7
	Switzerland



	8
	Netherlands



	9
	Hong



	10
	Australia







In late 2010, we appear to have reached the aftermath of the financial crisis of 2007–2009 as the Great Recession seems to recede or at least to moderate in its intensity. Nonetheless, the financial crisis and recession have left a very serious situation. This has been exposed by the crisis that rocked the European Union nations in 2010 as concern mounted over the economic viability of entire nations, the so-called PIIGS—Portugal, Ireland, Italy, Greece, and Spain—with Greece being the focal point of most intense concern. At one point in 2010, insuring Greek sovereign bonds against default for a single year exceeded 11 percent of the promised payment amount. The parlous state of world finance led the Bank for International Settlements to judge: “Fears of sovereign risk threaten to derail financial recovery.”7 However, comparison of sovereign debt levels with previous periods show them only as being high, not necessarily as being disastrous.

The elevated, but not necessarily dramatic, level of sovereign debt fails to disclose the whole picture, however. Some countries with the largest economies that have occupied positions of world leadership for decades are saddled not only with large levels of sovereign debt, but large levels of total societal debt, plus structural budget deficits they seem unwilling to correct. Exhibit I.1 has already shown the high levels of societal debt for Japan, the United Kingdom, some other leading EU countries and the United States. However, these countries also have chronic national budget deficits. These countries have been characterized as having fallen into a “ring of fire”—a situation of high sovereign debt coupled with high governmental deficits. Unenviable membership in the ring of fire means that a country has “. . . the potential for public debt to exceed 90 percent of GDP within a few years' time, which would slow GDP [growth] by one percent or more.”8 As Exhibit I.6 indicates, these unfortunate countries in the ring of fire include the United States, the United Kingdom, Japan, France, and most of the PIIGS—Spain, Ireland, Italy, and Greece. By contrast, Norway, Sweden, Germany, Canada, and the Netherlands are in fairly good condition, with Finland, Denmark, and Australia holding the strongest positions on this measure.


Exhibit I.6 The Ring of Fire

Source: Bill Gross, “The Ring of Fire,” PIMCO Investment Outlook, February 2010, 4.
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Thus, the issue of sovereign debt must be considered against this two-fold background. First, sovereign debt is a key part of the picture of financial irresponsibility on the part of many of the presumably richest and most powerful nations of the West. Resolving the consequences of this longstanding irresponsibility will take a major societal effort over a long period in each of these countries. Second, this malaise affects the countries that have led the world toward the West's cherished values of individual freedom and democracy, and their economic weakness has come to a crisis point just as the rise of countries such as the BRICs presents a serious challenge to the economic primacy of liberal democracies. Also, a resurgence of Islam may presage a serious global confrontation with the West's values of personal freedom and representative government.

These factors combine to make sovereign debt a critical piece of the economic and social challenge that the Western nations must face. Not too long ago, sovereign debt was a concern primarily, or even only, for developing and impoverished countries. A mere decade ago, one of the largest issues in sovereign debt was debt relief for the poorest countries. Today, it is the rich (or formerly rich) countries that face their own problems with sovereign debt, and there is no one to forgive these debtors. These themes are the issue that stimulated the development of this book.

ABOUT THE TEXT

All of the chapters in this volume represent the cutting edge of thinking about sovereign debt. The contributions stem from the authors' deep expertise in the subject matter. Almost all of the contributions are based on formal academic research conducted in the last two years. Accordingly, this book spreads before the reader the best thinking on sovereign debt by specialists drawn from top universities and key international financial institutions, including central banks, the International Monetary Fund, and the World Bank. All of the contributions in this volume have been especially written for the intended reader—a nonfinance specialist interested in understanding the vital importance of sovereign debt for the world's economic future. The book is divided into seven sections, and each is preceded by a brief essay describing the chapters in that section:


I. The Political Economy of Sovereign Debt

II. Making Sovereign Debt Work

III. Sovereign Defaults, Restructurings, and the Resumption of Borrowing

IV. Legal and Contractual Dimensions of Restructurings and Defaults

V. Historical Perspectives

VI. Sovereign Debt in Emerging Markets

VII. Sovereign Debt and Financial Crises



NOTES

1. For a riveting account of the rise and fall of Long-Term Capital Management, see Roger Lowenstein, When Genius Failed: The Rise and Fall of Long-Term Capital Management, New York: Random House, 2000.

2. This financial interconnectedness offers considerable benefits in normal times, but it also means that financial markets under stress can be subject to financial contagion—the propagation of financial distress in one firm, market, or economy to others. See Robert W. Kolb (ed.), Financial Contagion: The Viral Threat to the Wealth of Nations (Hoboken, NJ: John Wiley & Sons, 2011).

3. See Francis Fukuyama, “The End of History?” The National Interest, Summer 1989, and The End of History and the Last Man (New York: Free Press, 1992). Samuel P. Huntington advanced the clash of civilizations point of view: “The Clash of Civilizations,” Foreign Affairs (Summer 1993, 22–49), and The Clash of Civilizations and the Remaking of the World Order (New York: Simon & Schuster, 1996). See also Robert Kagan, The Return of History and the End of Dreams (New York: Knopf, 2008).

4. Robert Fogel, “$123,000,000,000,000,” Foreign Policy, January/February 2010. By contrast, other well-placed observers see a more modest rise in Chinese economic power: Robert D. Kaplan, “The Geography of Chinese Power,” Foreign Affairs (May/June 2010), 22–41.

5. For a gradualist perspective, see Fareed Zakaria, The Post-American World (New York: W.W. Norton, 2008). Zakaria sees the fall of the United States as resulting more from the “rise of the rest,” rather than from an actual fall. Niall Ferguson represents the view that sees sudden collapse as possible: “Complexity and Collapse,” Foreign Affairs, March/April 2010.

6. For the idea that the BRIC countries hold the key to world economic development, see Dominic Wilson and Roop Purushothaman, “Dreaming with BRICs: The Path to 2050,” Goldman Sachs Global Economics Paper No. 99, October 1, 2003.

7. Bank for International Settlements, 80th Annual Report, June 28, 2010, 23.

8. Bill Gross, “The Ring of Fire,” PIMCO Investment Outlook, February 2010.
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PART I

The Political Economy of Sovereign Debt

The chapters that comprise this section focus on the most sweeping issues of sovereign debt—the role that this debt plays in the essential economy of a nation and how sovereign debt interacts with societal dimensions beyond the merely financial. As the introduction has tried to make clear, sovereign debt has a worldwide economic importance that it has never had before, and this is due to the economic difficulties and societal challenges faced by so many of the heretofore most successful nations of the world. Accordingly, this section focuses on the overarching theory of sovereign debt, the levels of debt that nations can sustain, the problem of default, and the sanctions that lenders use to enforce their claims against governments that are reluctant to pay as promised.

In addition, these articles examine the effect of sovereign debt and defaults on the overall economic productivity of a nation. Further, some of the most egregious episodes in the history of sovereign debt arise from countries with a “resource curse”—a valuable resource that promises a horn of plenty but that has historically been associated with slow economic growth and a reluctance or inability to pay on sovereign debt.

A sovereign’s ability to conduct war depends on money. As Cicero noted more than 2,000 years ago, “Endless money forms the sinews of war.” Had Cicero lived in our time, he might have added: “And many nations attempt to fashion these sinews from debt,” as many nations have attempted to construct these sinews by issuing sovereign debt, and success or failure in sovereign debt management has meant victory or defeat in many wars. Thus, sovereign debt connects with matters of great societal import—in some instances, sovereign debt determines the very survival of the state and society.





Chapter 1

Sovereign Debt

Theory, Defaults, and Sanctions

Robert W. Kolb

Professor of Finance and Considine Chair of Applied Ethics, Loyola University Chicago

For more than 2,000 years, sovereign governments have borrowed and frequently defaulted. In many instances, the sovereign borrower possessed overweening power compared to the unlucky lender, leaving the hapless creditor little or no means of collecting the debt. In more recent historical times, sovereign borrowers have been smaller, weaker, and poorer nations, and their lenders have been financial institutions lodged in the world’s most powerful states. On some occasions, those lenders were able to enlist the military power of their own countries to enforce their private claims against the sovereign borrowers to make them pay. (These governments were presumably willing to use their military power on behalf of their financial institutions because doing so met the perceived interests of the governments themselves, or at least the interests of those individuals who held office.)

These episodes of gunboat diplomacy or supersanctions were quite effective and far from rare in the period of 1870–1914, a time of widespread adherence to the gold standard in exchange rates. A clear instance of gunboat diplomacy occurred at the turn of the twentieth century. A revolution in Venezuela that began in 1898 destroyed considerable property, and the government stopped paying its foreign creditors. In response, Great Britain, Germany, and Italy blockaded Venezuelan ports and shelled coastal fortifications, compelling Venezuelan compliance. The experience of Egypt provides an example of a nongunboat supersanction. Under the leadership of Isma’il Pasha from 1863 to 1879, Egypt borrowed and spent, notably to finance a war with Ethiopia. Unable or unwilling to pay these debts as promised, Pasha sold the Suez Canal to Great Britain in 1875. With Egypt’s debts still not satisfied, Great Britain pressured the Ottoman sultan to depose Isma’il and replace him with his son Tewfik Pasha in 1879. In response to a period of missing debt payments and internal unrest, Great Britain took effective control of Egypt’s finances in 1882 and directed Egypt’s financial resources to the repayment of its foreign debts.1

Today, attempts to secure repayment by gunboat diplomacy or seizing another sovereign state’s finances are considered a bit outré, a circumstance that leads to the two central questions of the theory of sovereign debt: If the creditor cannot force the sovereign borrower to repay, why would the sovereign ever do so? Correlatively, without an ability to force repayment, why would any potential creditor ever lend to a sovereign borrower? The theory of sovereign debt addresses these two puzzles.

Before turning to a direct consideration of these issues, three preliminary points deserve mention. First, sovereign borrowers typically really do hold a different position from mere individuals or firms that borrow. While ordinary borrowers can be forced to repay through legal sanctions, sovereign borrowers today completely escape supersanctions and largely evade effective legal sanctions that might force repayment. Second, even in the post-supersanction period, and even with the inability to enforce collection with legal sanctions, sovereign lending remains quite robust. Despite a large number of defaults, sovereign debt is mostly repaid as promised. Third, the theory of sovereign debt attempts to explain the occurrence of lending and repayment in strictly economic terms. That is, the explanations that economists offer turn merely on the self-interest of the lender in extending credit and the borrower in making repayments. Economists never attempt to explain lending or borrowing behavior by reference to any moral obligation of fulfilling the promise to repay that borrowers make when they secure loans.

REPUTATIONAL EXPLANATIONS

One of the key rationales offered to account for the existence of sovereign lending turns on reputation. The argument asserts that sovereign governments want to maintain a reputation as a good credit risk to assure future access to international funds, so they repay the debts they owe now. As a result, lenders feel sufficient confidence to extend funds. There is no doubt considerable, yet somewhat limited, truth in this view. But the desire for continuing access to funds works hand in hand with the sanctions that do still prevail in the arena of sovereign debt. While these sanctions fall considerably short of the supersanction of invasion, they can have considerable force. For example, if lending institutions can punish a small developing nation that defaults by interfering with its international trade or by seizing that nation’s assets held abroad, these sanctions can provide additional reasons for debtor countries to repay. Thus, the threat of sanctions also stimulates countries to repay. So reputational concerns interact with responses to limited sanctions to encourage sovereign debtors to pay.

From the point of view of theory, however, there is a question of whether reputational considerations alone are sufficient to make sovereigns pay. In the parlance of the theory of sovereign debt, if the value of a good reputation is sufficient to make lenders pay as promised and sufficient to encourage lenders to extend funds, then reputation is said to support sovereign lending.

To simplify matters, assume that there is a single lender (or that all lenders act monolithically), and if a country defaults, it is excluded from borrowing forever. Several studies advance reputation as grounds for sovereign lending (Eaton and Gersovitz 1981; Eaton, Gersovitz, and Stiglitz 1986). The first thing to notice about such theories is that they pertain to an environment in which borrowing continues infinitely, or at least indefinitely from year to year. If the borrower knows that the current year is a terminal year, after which there will be no lending, the borrower would refuse to repay for the simple reason that there is no fear of exclusion from future borrowing. But lenders, also knowing that the current year is the terminal year, would also recognize that they will not be repaid, so they will not lend for that final period. In the second-to-last year, the borrower would not repay because it would know it could not borrow in the terminal year for the reasons just given. But the lender is assumed to have the same information, so it would not lend in that penultimate year, because it would realize it would not be repaid. This argument of backward induction can be repeated for all years from the horizon back to the present, thereby showing that explanations of sovereign debt based on reputation alone can work only in an environment of perpetual lending and borrowing. Or at the very least, there must be some continuing probability of borrowing and repaying into the indefinite future.

If withholding future lending is the only sanction that lenders can impose, other potential breakdowns in lending arise. For simplicity, consider an environment of a single borrower and a single lender. Assume that the maximum debt capacity of the borrower is 100 units and the lender advances one unit in each loan up to this limit. When the debt capacity of the borrower reaches the limit of 100 units, the lender refuses to make new loans. However, at this point, the reputation for repayment has no prospect of securing future loans, because the borrower has borrowed so much it knows it can never borrow any more. In this situation, the threat of exclusion from future loans has no force, and a reputation for repayment has no value in securing future loans. Having reached this limit of borrowing with no future prospects for loans, the borrower would refuse to repay the loan. However, the lender will also recognize this prospect and will not allow that situation to arise.

But now consider the situation in which the lender has advanced 99 units of credit. The borrower knows that it cannot secure the additional loan of one unit of borrowing for the reasons just given. So the borrower will not repay the loan at the 99 units of borrowing. The lender, too, recognizes this rationale on the part of the borrower, so it will not be willing to fall into this position of extending credit up to 99 units either. The same process of backward induction that applied for each period from the terminal period back to the present also applies from some hypothetical upper loan limit back to an initial loan, with the result that the lender can never extend even the first loan.

These two thought experiments—when borrowers and lenders both know they have reached the last period for a loan or when they know that they have reached the upper bound of lending—show the limits to reputation alone as a rationale for explaining sovereign borrowing. In both cases, the certainty on the part of both lender and borrower makes the venture fail. Thus, it is uncertainty about the future that makes reputation valuable in sustaining lending. A borrower’s reputation for paying as promised possesses value because of the prospect of securing a loan or expanding borrowing in the future.

BEYOND REPUTATIONAL EXPLANATIONS FOR SOVEREIGN DEBT

There are further limits to the reputational understanding of sovereign lending. Consider a country that has fluctuating production due to variable weather or other factors that affect harvests. Such a country might need to borrow in lean years to finance consumption, while repaying outstanding loans when harvests are bountiful or at least normal. Given these circumstances, this country might engage in sovereign borrowing followed by repayment with many repetitions in this cycle. For convenience, assume that the borrower country has reached its credit limit. At first glance, it may seem that the debtor nation has a choice of repaying with the prospect of future borrowings or defaulting and bearing the risk of future macroeconomic fluctuations on its own account.

However, a famous paper (Bulow and Rogoff 1989) shows that this is a false choice. Consider a country that has been borrowing in hard times and repaying when times get better but that has now borrowed up to the maximum any lender is willing to advance. In this situation, the country can also choose to refuse repayment and use the funds it owes to save against future macroeconomic shocks, earning interest until the shock occurs and the funds are needed. Thus, the country will be better off to default once it secures its maximum level of borrowing.2

Bulow and Rogoff (1989) consider an alternative to default and saving. The defaulting country might purchase insurance that pays when the country experiences future adverse macroeconomic events. Such an insurance contract would pay in those years in which production fell short. Therefore, Bulow and Rogoff contend, the country will also be better off if it defaults and purchases the macroeconomic insurance (or defaults and saves). As Bulow and Rogoff put the point, “Small countries will not meet loan obligations to maintain a reputation for repaying because, under fairly general conditions, it is impossible for them to have such a reputation” (p. 49). The purpose of Bulow and Rogoff’s argument is not to assert that reputation plays no role in understanding international lending to sovereigns, but to prove that reputation by itself is not adequate to explain the world of sovereign debt that we actually observe, especially if both the prospective borrower and the prospective lender have perfect information about the incentives of the other party. As a consequence, lending “must be supported by the direct sanctions available to creditors, and cannot be supported by a country’s ‘reputation for repayment’ ” (p. 43).

Other limitations with simple reputational explanations are also evident under real-world considerations. For example, early reputational explanations assumed that lenders acted monolithically, that if a sovereign defaulted against one lender, no other lender would advance funds, and that one default meant permanent exclusion from international borrowing. Both assumptions are empirically incorrect. Sovereign debtors are often successful in gaining additional funds from not only the same lender against whom they defaulted but also new loans from other lenders. Further, sovereign borrowers are often successful in playing one lender off against others. As we will see, history offers considerable evidence of notorious defaulters quickly gaining renewed access to international credit markets.

Given that reputation alone cannot support or rationalize the occurrence of sovereign debt, other adverse consequences or lender-imposed sanctions must play some role. Many models of sovereign default consider the effect that a default on one lender may have on the willingness of other potential lenders to advance funds. However, the consequences of default may be quite a bit broader. If a nation defaults on one obligation, this can adversely affect a variety of other trust relationships that the sovereign may also value. As the leading exponents of this theory have maintained, default in one arena can lead to adverse “reputational spillovers” that affect trust relationships much more broadly. Thus, the fear of collateral damage from these spillovers can make it rational for the sovereign to honor its promises to pay when it might choose to default based on very narrow considerations of that borrowing relationship alone (Cole and Kehoe 1997). For example, if a sovereign defaults to a foreign bank, other suppliers for that government may require payment in advance before shipping goods or providing services. Similarly, a default by a government on an international loan may signal to domestic constituencies that the government is not to be trusted. So the default on a bank loan may provide a signal to labor groups, voters, and citizens generally that their government is not to be trusted. If a sovereign default impairs other important trust relationships that the sovereign values, this raises the total cost of the default. Thus, even though it might appear rational on narrow economic terms for the sovereign to default, the total cost of default might be high enough to encourage the sovereign to avoid default and to pay as promised.

Default by a sovereign borrower is almost always a choice, and because the default is by a government, such a choice necessarily has a political element. Recent research finds that states with certain political circumstances are more likely to default than others. There is a long-standing view that states with a weaker central government afford better protection for property rights and experience higher rates of economic growth (De Long and Shleifer 1993). More recent research suggests that similar factors may influence the probability of sovereign defaults. In brief, weaker central governmental authority coincides with a lower probability of sovereign default (Kohlscheen 2010; Saiegh 2009; Stasavage 2007). Thus, countries with coalition governments tend to default less than those dominated by a single strong party (Saiegh 2009). From a historical perspective, city-states with a strong merchant class default less often than do large territorial states; similarly, states with stronger constitutional restraints on the executive power have a lower probability of default that do those with a very powerful executive (Stasavage 2007). Further, faced with imminent default, states increase the riskiness of their economic policies in an effort to “gamble for redemption”—that is, to secure sufficient funds to avoid default (Malone (2011, forthcoming)).

While the interaction of political factors and the propensity to default on sovereign debt remains incompletely understood, the general landscape of this interaction appears to be related to familiar issues in the realm of public choice economics. In particular, the interests of various political factions play a large role in determining the ultimate choice that states make with respect to default (Hatchondo, Martinez, and Sapriza 2007; Hatchondo, Martinez, and Sapriza 2011).

CREDITOR SANCTIONS AND SOVEREIGN DEFAULTS

We have already briefly considered an era in which rather extreme sanctions were enforced to collect sovereign debts. Assuming that invasion and gunboat diplomacy are no longer viable, what sanctions are available to creditors to encourage sovereign borrowers to pay as promised? This section briefly considers three famous episodes of sovereign default interacting with creditor sanctions across a span of more than 400 years. Together, they illustrate much of the broad range of the effectiveness and failure of creditor sanctions.

Defaults of the Spanish Empire in the Sixteenth Century

Historically, sanctions have sometimes been quite effective in securing repayment, even when the debtor appears to have all of the power in the relationship. In the late sixteenth century, the Spanish Empire under King Philip II from the house of Habsburg (reigned 1556–1598) held sway over much of Europe. Fueled by its silver revenues from the New World, Spain led European forces to victory at Lepanto in 1571 to turn back the Ottoman ascendancy in the Mediterranean, Spain’s armada embarked on a failed invasion of England in 1588, and its armies pursued a brutal war in the Netherlands over much of Philip’s reign. But the flood of silver from the mines of Latin America was not enough to sustain Spain’s expenditures. Sovereign debt would play a determining role in Spain’s attempt to solidify its control over the Netherlands.

During his 42-year reign, Philip borrowed from the banking magnates of Europe, and Spain defaulted four times: 1557, 1560, 1575, 1596. The most serious default and the one most illustrative of the import of sanctions was Philip’s default on Spain’s obligations to a coalition of bankers led by the Genoese in 1575. This default occurred at a critical moment in the war with the Netherlands: “The Habsburg default of 1575 led to a serious dislocation of international money markets at a delicate moment: prior to 1 September 1575 the Spanish position in the Netherlands had shown promise; after this date it proved impossible to satisfy the demand of the royal troops stationed in the Low Countries for pay and arrears. The Sack of Antwerp (‘the Spanish Fury’) which took place in the early days of November 1576 was a direct result” (Lovett 1980, p. 899).

While scholars generally agree that the default of 1575 resulted in a shortage of funds to meet Spain’s military payroll and thus hampered the conduct of war in the Low Countries, they disagree on just how the bankers’ sanctions brought Philip to heel. Philip paid his troops in coins, so it was absolutely necessary to obtain specie in the Netherlands. According to one leading explanation, this transfer of funds was under the management of the banking houses of Europe through letters of credit, as well as via physical shipments of bullion. When Spain defaulted, the bankers strangled the transfer of funds from Spain to the Netherlands, leaving the troops without pay: “The Genoese imposed an embargo on specie transfer on Philip. The Crown was unable to get appreciable funds to its troops in Flanders, with the result that in November 1576 troops mutinied over arrears and sacked Antwerp, a strategic entrepôt in Spanish possession” (Conklin 1998, p. 510).

Emphasizing the importance of the bankruptcy of 1575 and the bankers’ consequent sanctions for the conduct of war in the Netherlands, Drelichman and Voth (2008) offer an alternative account of the sanctions that brought Philip to heel. In their view, the refusal of all bankers to lend following the default was the effective sanction. Drelichman and Voth maintained that transfers of specie actually continued at a healthy pace after the default: “There is no evidence that the Genoese ‘transfer embargo’ had any effect on the availability of funds in the Flanders theatre of war” (p. 22). Instead, Drelichman and Voth assert that the bankers of Europe successfully maintained their antilending cartel until Philip knuckled under to their financial demands, and it was this cessation of lending that kept the Spanish troops in Flanders unpaid.

Whether the interruption in pay to the Spanish troops stemmed from an embargo on transferring funds or from a refusal to lend, the sanctions imposed by Spain’s creditors were the leading factors in forcing Philip to settle and resume payments on Spain’s debt, which he did in 1577. As a result, lending resumed, paving the way for Philip’s last default in 1596. While it might appear on first inspection that a coalition of bankers might have little power relative to the greatest empire in an age of empires, the fact turns out to be quite otherwise. Clearly, the bankers managed to make Spain comply with their demands, whether by blocking the transfer of coin to the Low Countries or by refusing to sustain Spain’s need for additional financing.

Peru and Its Guano

In more recent times, the typical sovereign borrower has been a developing country with an economy based on the export of raw materials that acquires bank loans from international banks. As an exporter, the borrower country clearly gains from international trade and participates in the international financial system. Against this background, the role of sanctions in sovereign lending is to raise the cost of default sufficiently high to make repaying the foreign obligations in the self-interest of the sovereign debtor.

One of the most instructive instances of the value of sanctions comes from a situation in which sanctions were never actually enforced—a tale of a dog that did not bark—and it involves nineteenth-century Peru.3 In the early 1820s, Peru fought for its independence against Spain and floated bond issues in London to finance its revolution. But Peru defaulted in 1826 and remained in default until 1849, with its bonds trading as low as 20 percent of par. As the low price of Peru’s bonds during this period indicates, Peru’s creditors had few effective sanctions to make Peru pay, and the bond market saw little prospect of Peru’s actually paying on the bonds. However, Peru reached a settlement with its debtors in 1849 and then enjoyed more than 20 years of easy access to world capital markets at attractive borrowing rates. During this period, it floated many bond issues for purposes ranging from debt management to financing railway construction and other wars.

What rescued Peru from the mire of default? As with most sovereign defaults, Peru’s problem from 1826 to 1849 was not its ability to pay, but its willingness. Peru’s change from unwilling defaulter to active participant in world capital markets began with the travels of Alexander von Humboldt, a famous German scientist who traveled to Peru in 1802 and wrote of the rich deposits of guano on Peru’s Chincha Islands, which lie 20 kilometers off Peru’s coast. Production had already started in the early 1840s, but in 1849, the government of Peru attempted to rationalize the production and sale of this potentially valuable resource.

Europe, with its high demand for fertilizer, was the main market for the Peruvian guano, but Peru’s principal unsatisfied creditors on its defaulted sovereign debt were also based in Europe, most notably in Great Britain. As a consequence, the Peruvian government feared that its guano exports would be seized in repayment of the outstanding debts. These fears were of real weight. The holders of the defaulted bonds had already noted in 1847 that the guano was by itself sufficient “to provide for the liquidation of its [Peru’s] foreign debt, and that consequently the [British] government is bound by every principle of public faith and national honour to proceed to that stipulation without further delay.” For its part, the Peruvian finance minister noted that “until the foreign debt is settled, the remission of guano abroad … could bring major complications that we must avoid” (Quoted in Vizcarra 2009, p. 371).

While these fears of seizure may have been exaggerated, Peru certainly faced the problem of restricted access to capital markets. With its bonds sitting in default, further financing from abroad was unlikely. Further, Peru very much needed new financing to make the extraction and sale of its guano possible. Loading a ship with guano could take a month, and the voyage to Europe was lengthy so the transportation cost was high. Further, “procurement of vessels and coordination of sales, foreign warehousing, and marketing were also costly and demanded a certain degree of expertise that the Peruvian government lacked” (Vizcarra 2009, p. 367). Peru solved this dilemma by contracting with a highly reputable British merchant bank, Anthony Gibbs and Sons, to manage this process and to collect its sales receipts in Europe. Peru authorized the Gibbs bank not only to collect all the guano revenues but also to withhold 50 percent of them to service Peru’s foreign debt. The Gibbs company had considerable reputational capital of great value, so it was unlikely to cooperate with Peru to defraud new lenders.

With these new arrangements in place, Peru now had the means to capitalize on its guano deposits. Key to this was an arrangement that gave Peru’s creditors confidence that Peru would pay. Because the proceeds from selling guano were realized outside the boundaries of Peru and passed through the hands of Gibbs and Sons, who had the confidence of Peru’s foreign creditors, Peru had solved the problem of being able to make a “credible commitment” to pay its debts.

As an alternative to allowing Gibbs and Sons to control its guano-based cash flows, Peru might have tried to secure new financing to allow it to exploit its guano and to receive payment in Peru when the guano was loaded. However, given its record of defaults, new borrowing was unlikely. What lender would want to lend merely on Peru’s promise of future payments? But having the revenues from guano realized outside the country by a reputable third party gave lenders the confidence they needed to advance new funds.

The Russian Federation in 1993

Shortly after the breakup of the Soviet Union, the Swiss firm known as Noga, led by Nessim Gaon, signed a deal with the first post-Soviet government in 1991. Noga exported goods including medicine and pesticides to Russia in exchange for oil, and the Russian Federation explicitly waived sovereign immunity. The deal quickly fell apart, after $1.5 billion in trade had already occurred, and Russia refused to send any more oil. Noga, claiming a loss of approximately $100 million, sued in 1993 and secured a court ruling that froze Russian government bank accounts in Luxembourg and Switzerland. Noga secured more legal victories, including an order by a French court to seize the bank accounts of many Russian state enterprises holding funds abroad.

Beyond freezing bank accounts, Noga also pursued other avenues of harassing the Russian government: “In 2000, the Royal Museum of Art and History in Belgium was forced to abandon a show of Russian Art Treasures when it could not gain legal guarantees against the seizure of the art… . In 2000, a French presidential decree was made to prevent the seizure of president Putin’s personal aircraft at Orly Airport in Paris… . [In 2000] the Russian tall ship Sedov … was impounded in the port of Brest in France… . Threats of seizure in 2000, led Russia to halt shipments of nuclear warheads to the USA for reprocessing until President Clinton signed an executive order guaranteeing immunity of the uranium from seizure” (Wright 2002, pp. 36–37).

Noga pursued its claims with remarkable persistence over the years. In 2001, Noga attempted to seize two Russian fighter jets at the Bourget air show, but the jets escaped with the warning and collusion of the show’s organizers (Wright 2002, p. 37). In subsequent years, Russian planes were unaccustomedly missing from other European air shows, apparently due to fear of Noga’s attempted seizures (Nadmitov, (n.d.), p. 56). Over the years, Noga continued its pursuit of restitution, winning a victory in a French court as recently as 2008 (Aris 2008). But Noga’s quest apparently ended in 2009, when Noga lost a decision in the U.S. Court of Appeals for the Second Circuit.4

Although writing seven years before the final legal resolution of the matter, Sinyagina-Woodruff summarizes the ultimate outcome quite well: “Seizure of external assets, even with the blessings of international arbitration, can be more problematic still. The ongoing saga of the firm Noga which has struggled for almost 10 years to enforce court decisions against the Russian government, illustrates that… . This story demonstrates that the threat of seizing property outside the country’s borders, a key ‘stick’ in some sanctioning theories of sovereign borrowing, is not credible and therefore cannot motivate repayment” (Sinyagina-Woodruff 2003, pp. 521, 538).

Why didn’t Russia pay and avoid the embarrassment and interference with its image abroad? After all, the $100 million is a trivial amount in the broad scheme of Russian foreign debt. Some have speculated that Russia did not want to embolden other small creditors and wanted to show its ultimate mastery of the situation by settling with creditors equally and in its own way.

CONCLUSION

This chapter has attempted to survey some of the most important dimensions of sovereign debt. Today, sovereign borrowers are generally immune to physical force as a means of compelling repayment. So this fact raises the question of why sovereigns should ever repay, and the questionable incentives for sovereign repayment give rise to the question of why anyone should ever lend to a sovereign.

We have seen that, while a reputation as a reliable and responsible borrower may play an important role in understanding the behavior of borrowers and lenders, reputational considerations alone cannot account for sovereign repayment. However, when considerations of reputation are broadened to include the effect of default on constituencies beyond direct participants in borrowing and lending, reputational spillovers can have considerable effect. Further, the behavior of sovereign borrowers is largely influenced by political considerations and is related to the relationship between the executives and other political constituencies.

In addition, creditor sanctions do have an important role in securing repayment and in explaining the continuing existence of the sovereign debt market. Sanctions have mixed results in forcing payment. In some instances, the denial of further loans can be effective, especially if there is concerted action by a number of lenders. In a more swashbuckling era, governments could more successfully interfere with the international trade of smaller nations, thereby denying them the benefits of trade and making repayment more attractive than remaining in default. As the case of Peru and guano on the one hand, and Noga and Russia on the other hand illustrate, a creative and cooperative effort between creditor and defaulter, with sanctions held in the background, may prove to be a more effective means of securing repayment.

NOTES

1. For details on both of these episodes and many other supersanctions of both types, see three papers by Kris James Mitchener and Marc D. Weidenmier, “How Are Sovereign Debtors Punished? Evidence from the Gold Standard Era,” Working Paper, September 2004; “Supersanctions and Sovereign Debt Repayment,” in Robert W. Kolb, ed., Sovereign Debt: From Safety to Default (Hoboken, NJ: John Wiley & Sons); and 2010, “Supersanctions and Sovereign Debt Repayment,” Journal of International Money and Finance 29, 19–36.

2. Bulow and Rogoff (1989) consider an alternative to default and saving. The defaulting country might purchase insurance that pays when the country experiences future adverse macroeconomic events. Such an insurance contract would pay in those years in which production fell short. Therefore, Bulow and Rogoff contend, the country will also be better off if it defaults and purchases the macroeconomic insurance (or defaults and saves).

3. This account of Peru’s debt draws on W. M. Mathew. “A Primitive Export Sector: Guano Production in Mid-Nineteenth-Century Peru.” Journal of Latin American Studies 9:1 (1977), 35–57; and Catalina Vizcarra, “Guano, Credible Commitments, and Sovereign Debt Repayment in Nineteenth-Century Peru,” Journal of Economic History 69:2 (2009), 358–387.

4. See cgsh.com/zh-CHS/russian_federation_wins_appeal/. Accessed August 21, 2010.
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It appears to be a historical regularity, first documented by Reinhart et al. (2003), that some countries are more likely to default than others.1 Argentina, to give just an example, went bankrupt three times since 1980. Moreover, most debt repudiation episodes in these default-prone countries happened at relatively low levels of debt (in the most recent of its debt crises, Argentina had a debt-to-GDP ratio slightly above 50 percent). On the contrary, there are countries and governments that are able to sustain much higher borrowing levels. A striking case is Japan, whose public debt recently reached 170 percent of GDP without inducing significant market tensions.

It is of course very important to understand what determines the degree of debt (in)tolerance of a sovereign borrower, especially as the recent economic and financial crisis induced a dramatic increase in public debts all over the world, and both policy makers and investors appear increasingly worried by the risk of sovereign insolvency.

Several authors have argued that the debt intolerance ultimately depends on the institutional set-up of a country.2 Indeed, governments, differently from firms—which are forced to go bankrupt when they do not have enough resources to repay their creditors—typically choose to default on their promises even if they could in principle find ways to honor the debt by cutting expenditures or increasing revenues or both.3

The choices made by governments facing high public debts should be explained from a political economy perspective, that is, starting from the assumption that policy makers are not benevolent welfare-maximizing planners but self-interested players advancing their own political objectives—given the prevailing institutional constraints. In this chapter, we would like to stress the role of political4 and monetary5 institutions in shaping the decision to default and ultimately the reliability of a sovereign borrower.

THE ROLE OF POLITICAL INSTITUTIONS

Different strategies to cope with a high debt situation entail different redistributive consequences; social groups therefore often have conflicting economic interests with respect to the policy to pursue in the middle of a debt crisis.

A rational self-interested government will choose to default if and only if the implied costs for its constituency are lower than the benefits.

One dimension of conflict is related to differences in portfolio holdings (Giordano and Tommasino 2009). It is a well-documented fact that the composition of an individual’s portfolio depends on that person’s wealth.6 The poorest part of the population is characterized by low saving rates and holds its wealth mostly in the form of cash, while the richest part has access to more sophisticated high-risk–high-return assets. Public debt is therefore mostly held by middle class households, which are consequently the most exposed to a government bankruptcy.

Moreover, the rich and the poor are likely to be those who pay the bill if the government decides to honor its debts and to follow a fiscal consolidation path. The poor would be worse off if consolidation were pursued through cuts in the welfare state, and the rich would be the most affected by increases in taxation, for example, through one-off wealth taxes.

Therefore, the presence of a politically influential middle class is likely to improve debt sustainability.7 This effect will be enhanced if democratic institutions are in place, as they are more likely to protect the interests of the average citizen while limiting the influence of people at the extremes of the income spectrum.

Possible illustrations of our argument are the cases of Italy and Japan. In both countries, the presence of a large middle class for which treasury bonds represented a relatively safe and accessible means of saving probably made the accumulation of huge amounts of public debt easier (as lenders understood that defaulting on debt would have been politically self-defeating). In both countries, cultural biases against the stock market and high saving propensities may also have contributed to a strong domestic demand of government bonds by middle-income families.8

THE ROLE OF MONETARY INSTITUTIONS

In several episodes of sovereign default, the behavior of monetary authorities has been crucial in determining the outcome of the debt endgame (Alesina 1988). Even if in the middle of a debt crisis, the pressures of the government on the central bank to influence its policy increase, there are in most countries constitutional or legal rules that protect the bank’s independence from that political pressure. The existence of checks and balances in the political process also limits the power of the government to override the monetary authority (Moser 1999).9 Also, there are groups in society that might stand ready to defend central bank independence (for example, the financial community, as in Posen 1995).10 Therefore, the monetary authority has always some degree of freedom in setting and pursuing its own objectives.

Moreover, such objectives are typically less partisan than those of the government. Indeed, the appointment of central bank officials typically involves other actors besides the executive, such as the parliament, or local governments (Lohmann 1998). Also, competing parties with extreme political preferences might reach an agreement and jointly appoint a moderate central bank if they are uncertain about election outcomes (Alesina and Gatti 1995).

In a debt crisis, the central bank fills the double role of guardian of price stability and exerciser of responsibility for the smooth functioning of the financial system. As a sovereign default often puts the financial system in jeopardy, for example, triggering bankruptcies of important financial institutions or inducing waves of panic selling (Kaminsky and Reinhart 1999; De Paoli et al. 2006), it will harm not only the debt holders, but also rich citizens who invested in the stock market. In such circumstances, they will pressure the central bank to inject liquidity to sustain the financial system, even if this policy will result in excessive inflation. Symmetrically, the poor will stand to lose from the bailout of the financial system because—due to the composition of their portfolio—they are the most exposed to its inflationary consequences. But, while each social group cares only about its own interests, a central bank is likely to protect the interests of the average citizen, opposing both the demand for an excessively loose monetary policy coming from a pro-rich government and that for an excessively tight policy coming from a pro-poor government, as both policies would benefit a minority at the expense of overall social welfare.11

Provided the central bank is sufficiently independent, even in the middle of a debt crisis it will effectively resist political pressures. This will in turn increase debt sustainability ex ante, as it implies that in the event of a sovereign debt crisis, both the rich and the poor—those who are more likely to prefer a default to a fiscal consolidation—would bear at least part of the costs of a sovereign default.12

To sum up, even in the presence of a small or politically weak middle class, the government has an incentive to honor its debt if there is a sufficiently independent central bank.

Some Evidence

In the previous section we argued that countries that lack proper political and monetary institutions are not able to sustain debt levels that are instead sustainable for others. According to the definition introduced by Reinhart et al. (2003), they suffer from debt intolerance. There is a country-specific debt threshold above which default occurs, and this threshold rises as the middle class increases its political power and the central bank gains greater independence.

In the present section, we bring some preliminary empirical evidence to support these conclusions.13

We report some measure of income distribution in Exhibit 2.1, central bank independence, and features of political institutions for 192 countries, some of which experienced one or more episodes of default. As in several countries, political or monetary institutions have changed in the last few decades, so we split our sample of default episodes into two subperiods: 1975 to 1990 and 1991 to 2006. This gives us 384 observations. We obtained data on sovereign default by merging the Standard & Poor’s sovereign default database with the one built by Reinhart and Rogoff (2009). The former includes all sovereign defaults on loans or bonds with private agents between 1975 and 2002. The latter records defaults on domestic debt in the time from 1976 to 2006.14

Exhibit 2.1 Means and Standard Deviations and Ordinary Least Squares Estimation

Sources: (1) Gini coefficient from Deininger and Squire (1996); (2) from Crowe and Meade (2008); (3) from Arnone et al. (2008); (4) from Polity IV; (5) from Freedom House.
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Data on income inequality are from Deininger and Squire (1996): We consider the average Gini coefficient computed over periods that range, depending on the country, between 1975 and 1995. As proxies for the quality of political institutions, we consider both the Polity IV and the Freedom House indexes of democracy, available since 1972 and 1950, respectively.15

Finally, we use the measures of central bank independence computed by Grilli et al. (1991) and Cukierman et al. (1992) as recently updated by Arnone et al. (2008) and Crowe and Meade (2008).16

In 53 of the 192 countries included in our sample, one or more episodes of default occurred over the last 30 to 35 years; in five countries, such episodes occurred in both subperiods. On average, income inequality is significantly higher in countries that experienced at least one default episode, as already found by Berg and Sachs (1988) in a cross-section of middle income countries. Furthermore, consistent with our theoretical claims, the quality of monetary and political institutions is better (that is, the central bank is more independent and the government is more democratic) in countries that never experienced default. The same results hold if we perform a more formal analysis, regressing the number of default episodes against our measure of the size of the middle class (alone, and interacted to take the effects of political institutions into account) and central bank independence (alone, and interacted to capture the importance of the degree of conflict of interest between the central bank and the government). In line with our predictions, the size of the middle class and the degree of central bank independence turn out to be negatively related to the probability of default (Exhibit 2.2). Moreover, the estimated coefficients for the interaction terms suggest that there is a complementarity between better political institutions and a more equal income distribution, whereas central bank independence seems to be somewhat less important if the government is already disciplined by a larger middle class.

Exhibit 2.2 Ordinary Least Squares Estimation (Standard Errors in Parentheses)

[image: Table 2-2]

Some Lessons for the Current Crisis

Looking at debt sustainability through the lens of political economy might also be useful in the current juncture, while the market perception of sovereign risk has increased for several EU countries. Those countries are characterized by large middle classes, which hold significant portions of the overall amount of outstanding public debt, and are well-established democracies. Furthermore, the European Central Bank can be credited with a very high degree of independence and a strong commitment to price stability. All these circumstances imply that the political costs of a default would be prohibitive for any government in the Eurozone, even if the alternative solution—a painful fiscal consolidation path involving measures both on the revenue and on the expenditure side—also involves high political costs.

All in all, the analysis conducted in this chapter allows a certain degree of optimism for the future of European sovereign debts.

NOTES

1. See also Reinhart and Rogoff (2009).

2. See, for example, the seminal paper by North and Weingast (1988), who argue that the increase in the power of the parliament in England significantly enhanced the borrowing capacity of the king.

3. Another possible way out, which we do not consider here, is inflating the debt away. Actually, this is not a viable option for many countries, either because debt is short-term or because it is denominated in a foreign currency.

4. See Kohlsheen (2007 and 2010), Van Rijckegem and Weder (2009), and Giordano and Tommasino (2009).

5. See Giordano and Tommasino (2009).

6. For example, stock market participation is in most countries limited to the richest part of the population (Guiso et al. 2003). Both the propensity and the possibility to buy risky assets increase with wealth: The poor exhibit a higher risk aversion (Guiso and Paiella 2008), a reduced awareness of the diversification possibilities offered by financial markets (Guiso and Jappelli 2005), and are more-than-proportionally harmed by the existence of fixed transaction costs. A thorough review of the related empirical literature is provided by Allen and Gale (2007).

7. This argument is consistent with the strand of the economic literature that highlights the economic costs of excessive inequality and political polarization (see, for example, Glaeser et al. 2003).

8. The importance of cultural factors in investment choices is documented by Guiso, Sapienza, and Zingales (2008).

9. North and Weingast (1989) argue that the introduction in the constitution of such checks and balances is optimal from an ex-ante point of view.

10. Beetsma (1996) argues that in this framework the policy maker will be more tempted to default if its constituency holds relatively few government bonds. The intuition that debt will be repaid if debt holders are politically more influential than the rest of the citizenry is also present in Dixit and Londregan (2000).

11. It has to be emphasized that even a seemingly implausible contrast between a dovish central bank and a hawkish government can sometimes take place. A recent example can be found in the critiques of the German chancellor, who blamed the European Central Bank for being excessively concerned with financial stability at the expense of price stability when it implemented measures to provide liquidity to distressed financial institutions. (“Germany Blasts ‘Powers of the Fed,’” Wall Street Journal, June 3, 2009).

12. The idea that the risk of domestic financial market disruption deters government from defaulting has been formalized in Giordano and Tommasino (2009). In previous papers, default costs have been traced back to the exclusion of the defaulting sovereign from the debt market (Eaton and Gersovits 1981) and to broader reputational concerns (Cole and Kehoe 1998). Surveys of this literature can be found in Eaton and Fernandez (1995) and in Sturzenegger and Zettelmeyer (2006).

13. This section draws on Giordano and Tommasino (2009). Other related and supportive evidence already exists (Van Rijckegem and Weder 2009; Kohlscheen 2007), showing that default is less likely if the government is responsive to the needs of a wider set of citizens and political actors. For example, default seems less frequent if institutional checks and balances to the power of the executive are in place.

14. Reinhart and Rogoff (2009) include among default episodes forcible conversions of foreign currency bank deposits, arguing that they “constitute defaults on domestic debt because typically, the government simultaneously writes down the value of treasury debt held by banks.”

15. The Polity IV index ranges from a minimum of –10 to a maximum of +10, for strongly autocratic and strongly democratic countries, respectively. Freedom House assigns scores between 1 and 7, which increase in the presence of lower guarantees for political rights and civil liberties.

16. Arnone et al. (2008) calculate indexes for 163 central banks, representing 181 countries, as of the end of 2003 and construct comparable indexes for a subgroup of 68 central banks as of the end of the 1980s. Their assessment is based on the methodologies developed by Grilli et al. (1991) and Cukierman (1992). Crowe and Meade (2008) focus on the Cukierman, Webb, and Neyapti (1992) measure. They compute and update indexes for all but 3 of the 72 countries in the original Cukierman et al. (1992) sample and add 27 new countries.
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Sovereign defaults have been a feature of the international financial landscape for centuries. For example, Reinhart and Rogoff (2009), in their thorough historical survey of past financial crises, report that France defaulted on its sovereign debt eight times between 1500 and 1800, while Spain defaulted 14 times between 1500 and 1900. More recently, over the past quarter of a century, emerging market economies (EMEs) have defaulted on their sovereign debts frequently. And over the past year there has been increasing concerns about the actual and prospective sovereign debt levels in a number of developed countries, too.

But to the extent that default is voluntary there is an issue of why sovereigns did not default more frequently in the past. Sovereign nations—unlike companies—cannot be liquidated and there are also no national, or international, courts that can enforce payments on contract through, for example, transferring assets from the debtor to the creditor.1 Defaulting, or restructuring, enables debtor countries to reduce the size or lengthen the maturity of their repayments, and thereby seek to provide a temporary boost to current consumption.

COSTS OF DEBT CRISES

There are, though, a number of potential costs of default that incentivize debtors to repay. Some are penalties imposed by external creditors on the cost or ability of defaulters to access future finance. So increasing consumption today may be at the expense of reducing consumption in the future. Moreover, given that defaulting may cause a broader financial crisis in which domestic activity and output are reduced even in the short run, any attempt to boost current spending temporarily through a default may not be successful.

Penalty Costs

In principle, defaulters may lose access to borrowing from financial markets. However, the empirical evidence suggests overall that sovereign default is not necessarily associated with a loss of market access, so fears about any such loss may not in themselves be a major deterrent to default. Lindert and Morton (1989) argue that in the 1930s, and again in the early 1980s, during periods when a number of countries defaulted, external credit was no more inaccessible to sovereign defaulters than to nondefaulters.2 Jorgensen and Sachs (1989) find that in the two decades following the 1930s sovereign debt crisis, access to international capital markets for Latin American countries was severely restricted for previous nondefaulters as well as for defaulters. And once capital markets opened up in the 1960s, defaulters found it as easy to access capital as nondefaulters. More recently, assessing defaults since 1980, Medeiros et al. (2005) find that the probability of regaining market access after default depends partly on a country’s external situation at the time of default and partly on its domestic macroeconomic performance.3 More generally, Gelos et al. (2004) find that it only took past defaulters three and a half months, on average, to regain market access after defaulting during the 1990s compared with more than four and a half years during the 1980s.

Although the empirical evidence does not suggest that default necessarily closes off market access, it does point to an adverse effect on the government’s cost of future borrowing. Ozler (1993) finds that during the tranquil period of the 1970s, lenders charged up to 50 basis points more for loans to previous (post-1930) defaulters. And more recently, Reinhart et al. (2003) find that EMEs with a history of defaulting on their external debts—especially serial defaulters—received a lower credit rating over the 1979 to 2000 period than nondefaulters that displayed similar financial strength.4 Similarly, De Paoli et al. (2006) find that for a given debt to GDP ratio, past defaulters generally had a higher bond spread or lower credit rating than nondefaulters over the 2003 to 2005 period.

Broader Financial Costs

The costs discussed here represent penalties that sovereigns may face should they default. But governments may also want to maintain debt repayments so as to avoid broader losses to the domestic economy associated with default, beyond those caused by a tightening in the terms and conditions on borrowing imposed by foreign creditors. A number of studies suggest that default is often associated with a decline in output growth (for example, Cohen 1992, Dooley 2000, and Sturzenegger and Zettelmeyer 2006). But what are these broader output costs to the domestic economy resulting from sovereign default?

One mechanism by which a sovereign default may reduce GDP is through its impact on the domestic financial system. In many EMEs, domestic banks are major creditors of the government and so may be severely weakened, if not made insolvent, when the government defaults on, or restructures, its debt (including that owed to the domestic sector). In this case, banks may stop playing their intermediation role of providing liquidity and credit to the economy. This happened, for example, in Russia after the government suddenly defaulted on its domestic debt in the autumn of 1998. It has also been raised recently as a concern in the peripheral Eurozone that sovereign problems may translate into banking ones (and vice versa). The impact of a sovereign default on the banking system is often accentuated through government debt having been taken up increasingly by domestic banks in the run-up to debt crises, when governments find it harder, or at least more expensive, to obtain external finance. Once banking problems emerge, any fiscal weakness, in turn, reduces the ability of the government to take measures to contain a crisis. For example, it is probably not credible for a highly indebted government to introduce a blanket guarantee to deposit holders so it can stem bank runs because depositors will not believe such a guarantee will be honored and their investments insured (see Hoelscher and Quintyn 2003).5

Foreign and domestic investors might also react to a sovereign defaulting on its external debt by questioning whether the government has sufficient foreign currency to defend the exchange rate. For net foreign currency borrowers, a sharp currency depreciation would, in turn, increase—when valued in domestic currency terms—the net foreign currency debts and debt service costs of the government, banks, and the nonbank private sector.6 A tightening of monetary policy might limit the extent of exchange rate depreciation but at the expense, in the short run at least, of reducing domestic demand and liquidity in the financial system. Therefore, a triple—sovereign, banking, and currency—crisis may ensue, involving a run on both the domestic currency and the banking system (see Exhibit 3.1). But since depreciation tends to increase trade competitiveness, there would, after a time lag, be a potentially offsetting gain in net exports and output depending, inter alia, on the size of the traded goods sector (see Frankel 2005) and whether exporters have access to trade finance.


Exhibit 3.1 Interaction between Sovereign Debt, Banking, and Currency Crises

Note: Arrows show the direction of causation and +/– whether the impact is likely to accentuate or alleviate the particular crisis or output loss.
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Measures of the Broader Financial Costs of Debt Crises

Despite research pointing to the importance of output losses as a reason why sovereigns would want to avoid defaulting, there have been few studies that have sought to quantify directly the losses following sovereign defaults. This gap in the literature is even more surprising given that similar studies have now been carried out extensively for banking and currency crises and their combination—so-called twin crises (see, for example, Kaminsky and Reinhart 1999, Bordo et al. 2001, Hoggarth et al. 2002, Cerra and Saxena 2005, Laeven and Valencia 2008, and IMF 2009). A recent study by us on the output losses of sovereign defaults is one exception (De Paoli et al. 2009).

De Paoli et al. define a sovereign default episode as occurring when either (1) the sovereign’s arrears on principal are 15 percent or more of the total outstanding debt owed to the external private sector; (2) arrears on interest payments are 5 percent or more; or (3) a rescheduling agreement is reached with foreign private sector creditors.7 Output losses are then estimated as the cumulative difference during the debt crisis period between actual GDP and estimates of what it would have been in the absence of a default. Having defined the episodes of default, there are two crucial measurement questions here—defining the beginning and end year of the default period and estimating the output counterfactual. For governments that fall into default, arrears usually build up gradually (and fall gradually after reaching a peak). So, having identified the default episodes, we define the beginning of the crisis as the first year in which arrears on principal or on interest payments rise above 5 percent and 1.5 percent, respectively, of outstanding debt (or when an actual restructuring begins).8 The end of a high arrears crisis period is more difficult to pinpoint precisely so alternative specifications were considered.9 But for all variations of the assumed end point, crises were found, on average, to be long-lasting. For the main output counterfactual (in the absence of a crisis), it was assumed that output would have followed its pre-crisis trend (whereby the trend is measured using a Hodrick Prescott (HP) filter on the available past GDP data). As a check on the robustness of the results, an alternative output counterfactual was also derived based on a conventional equation estimated to explain (per capita) output growth.10 This method produced qualitatively similar results.

Exhibit 3.2 shows typical estimates of output losses from De Paoli et al. (2009). The estimated average cumulative output loss of the sample increases with the length of the crisis given that actual output remains below its counterfactual during most, if not all, of the crisis period.11 Output losses are therefore shown on a per annum basis.

Exhibit 3.2 Output Losses per Year During Different Types of EME Sovereign Crisis, 1970–2000

Source: De Paoli et al. (2009).
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A number of features are suggested by Exhibit 3.2. First, output losses in the wake of sovereign default appear to be very large—almost 5 percent a year on the median measure—as well as long-lasting—on average for more than eight years. However, the counterfactuals likely overstate the path of output in the absence of the debt crisis because it is difficult to separate completely the loss due to default per se from the loss caused by the economic shock that triggered the default. Therefore, more weight should be attached to the relative costs from different types of crises than to the absolute estimates.

Second, sovereign defaults rarely occur in isolation—in only about 10 percent of the sample. More often, a debt crisis coincides with a banking and/or a currency crisis. In fact, almost one-half of the sample consists of triple (sovereign, banking, and currency) crises. In these cases, output losses appear to be particularly high—here the interactions between different sectors of the economy accentuate the decline in GDP. Banking crises often result in a sharp and prolonged reduction in the intermediation of credit to the private sector, with significant costs to economic efficiency. Although currency crises have the silver lining of stimulating exports—in two-thirds of the sample the share of domestic demand in total final expenditure falls during the crisis period (that is, the share of exports increases)—they also result in a marked deterioration in the balance sheet of the government or the private sector when measured in domestic currency terms since most EME external debt is denominated in foreign currency.

Third, the output losses per year tend to increase with the length of the crisis. This suggests that the longer that it takes to reduce arrears or complete a restructuring, the more output falls (relative to its trend or potential). Also, as shown in Exhibit 3.2, crisis countries that reschedule their debts appear to face smaller output losses than those that do not (despite having higher external debt-to-GDP ratios, on average, at the outset of the crisis). This suggests that countries that reschedule their debts—and thus start afresh with creditors—face a lower subsequent cost of finance or quicker renewed access to external finance. It might also indicate that an active policy of rescheduling has a less debilitating impact on the domestic financial system than a passive policy of remaining in arrears and not restructuring.

CONCLUSION

This chapter has assessed the output costs associated with sovereign default. The literature highlights a number of potential channels through which sovereign debtors incur costs through defaulting. Some of these costs are imposed by creditors, involving in particular a reduction in access to, or an increase in the cost of, future finance. In practice, in the aftermath of EME debt crises a decade ago, EMEs were often able to reaccess international capital markets quite quickly, although there is some evidence that they have had to pay a higher risk premium and been less able to issue in domestic currency, thereby increasing their vulnerability to currency risk.

There has been less focus in the literature on the broader output costs to the domestic economy associated with sovereign default and on the interaction with currency and banking crises. In practice, most EME sovereign crises over the past 25 years have been associated with a banking or a currency crisis. Sovereign defaults appear to have the biggest impact on domestic output when there is a triple (sovereign, banking, and currency) crisis. In some cases, such as following the Latin American crisis in the early 1980s and the Russian crisis in the late 1990s, sovereign defaults have precipitated broader instability in the global financial system.

Given that the costs of sovereign default appear to be high, one obvious but nonetheless important policy conclusion is that countries should take measures to reduce the risk of defaulting in the first place. At a broad level, authorities need to adopt sound macroeconomic policies and structural reform that should reduce the likelihood of crises as well as raise sustainable output growth. More specifically, the high cost of default points to the need for further development of early warning systems of crisis. The International Monetary Fund has a role to play here in carrying out stress tests of the fragility of the government’s balance sheet and those of other sectors in its regular Article IV surveillance. This type of analysis should allow authorities time to change domestic policies and thereby reduce the likelihood of crisis. It also emphasizes the need for countries themselves to self-insure against the possibility of crises. Many EMEs have done this in recent years through building up foreign exchange reserves and reducing their reliance on foreign currency and short-term debt. This has reduced the likelihood of currency crises in particular and helped shelter EMEs from the recent banking crisis in developed countries. But government debts (relative to GDP) remain high in a number of EMEs and are often still significantly financed by the domestic banking system. This makes the latter vulnerable to sovereign weakness (and potentially vice versa if governments bail out weak banking systems). Actual and prospective government debt levels have also increased sharply recently in a number of developed countries.

Once in crisis, annual output losses seem to increase the longer countries stay in arrears or take to restructure their debts. There is also evidence that output losses are smaller for countries that restructure their debt than for those that do not. This emphasizes the importance of policy initiatives aimed at improving the speed and efficiency of debtor-creditor restructuring.

NOTES

1. Following the Foreign Sovereign Immunity Act (1976) in the United States and the State Immunity Act (1978) in the United Kingdom, it became common practice for most governments to waive sovereign immunity on foreign loans and bond contracts. In practice, however, this only allows creditors to have access to the debtor’s assets held for commercial activity in the country in which the debt contract was issued. Moreover, a country considering default could remove its assets held in the foreign jurisdiction before any default.

2. Tomz (1998), however, finds that, during the interwar period, defaulting countries that were expected to default, given their poor fundamentals, could regain access to capital markets twice as quickly as countries that defaulted unexpectedly, given their better fundamentals.

3. As measured by GDP growth, inflation, the current account balance, and foreign currency reserves.

4. Measured by the ratios of external debt to both GDP and exports.

5. The large fiscal costs that are often incurred in resolving a banking crisis can also cause, or make worse, a sovereign crisis, for example, as happened in Indonesia in 1997–1998.

6. For the balance sheet channel of currency depreciation see, inter alia, Cespedes et al. (2004).

7. The higher threshold for arrears on principal than on interest payments is because, according to World Bank estimates, sovereign arrears on principal have been, on average, two to three times larger than on interest payments since 1970. The authors show that the probabilities of breaching these thresholds are low.

8. This was checked for consistency with other studies that include definitions of the start of debt crises.

9. For example, as soon as arrears on principal fall below 15 percent or arrears on interest payments below 5 percent, or when arrears fall below 5 percent on principal or below 1.5 percent on interest payments. Other things being equal, the first definition will clearly imply a shorter crisis period than the second one.

10. This is based on a panel regression of the crisis countries over the 1970–2000 period. GDP growth per capita was found to be a negative function of the initial level of GDP, price inflation, the share of government consumption in GDP, and political instability and a positive function of the investment share in GDP and trade openness (see De Paoli et al. 2009).

11. In fact, output did not return to its pre-crisis trend at all during the crisis period in 60 percent of the sample.
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The recent rise in sovereign risk perceptions has important consequences for debtor countries and the global economy. One crucial aspect is that sovereign default risk can adversely affect private corporations. In recent months, top-down risk spillovers from the sovereign to private entities have become increasingly relevant, but they have not been studied sufficiently (see ECB 2010). This chapter focuses on one type of such spillovers, namely the link between sovereign risk and corporate access to foreign capital. Our analysis is motivated by an awareness that private firms worldwide have gained unprecedented access to external finance in the last decades. Especially in emerging market countries, corporations have become more and more reliant on foreign sources of funding, meaning that they have been raising equity or debt on international capital markets in record amounts. However, in the wake of the ongoing financial crisis, some fiscally troubled governments have been partly or fully cut off from foreign capital. In these countries, corporations have also been struggling to raise capital in international markets, with grave consequences for domestic investment, production, and growth. These developments show that it is important to gain a better understanding on the collateral damage of sovereign risk.

Our research on private sector access to external capital can be structured along two contributions. In Das, Papaioannou, and Trebesch (2009) we document a strong relationship between sovereign risk measures, such as sovereign bond spreads, ratings, or default, and the volume of foreign bonds and loans issued by domestic firms in emerging market economies. Trebesch (2009), in contrast, analyzes debt crisis episodes and debt renegotiations in more depth. His main finding is that debt renegotiation patterns and crisis resolution policies of governments vis-à-vis their creditors play a crucial role. Unilateral debtor policies, such as debt moratoria or forced debt exchanges, are associated with a sharp drop in the volume of debt issued by private firms—over and above the default effect, per se. Both papers, thereby, provide strong indication of top-down risk spillovers from the sovereign to the private sector in emerging market countries.

In the following, we provide a brief overview of our research. We discuss the existing empirical literature, our data and estimation approach, and the main results. We then conclude with a series of policy implications.

LITERATURE REVIEW: SOVEREIGN DEFAULT RISK AND CORPORATE ACCESS TO FINANCE

There is surprisingly little empirical work analyzing the scope of risk spillovers from the sovereign to the private sector.1 A small set of recent papers provides evidence that sovereign risk and defaults can indeed affect emerging market firms—both in normal times and during crisis episodes. Borenzstein et al. (2007) show that sovereign ratings strongly determine corporate ratings. Levy-Yeyati et al. (2004) find that sovereign distress affects the behavior of depositors and can contribute to bank runs. In a similar vein, Borenzstein and Panizza (2008) provide evidence that debt crises may trigger systemic banking crises, but find no effect of defaults on industries that are more dependent on external finance. With regard to stock markets, Cruces (2007) finds sizable sovereign risk–related equity premia. According to his results, corporations in countries with credit ratings in the default range are forced to pay much higher expected rates of return compared to companies based in nondefault countries. Kaminsky and Schmukler (2002) also find that sovereign ratings have a strong effect on both bond and stock markets in emerging markets.

We are aware of only one study, by Arteta and Hale (2008), analyzing the specific effects of sovereign defaults on domestic corporations and their access to finance (for related theoretical papers, see Sandleris (2008, 2010) and Mendoza and Yue 2008). Their analysis was among the first to provide microevidence on the domestic costs of sovereign default. Specifically, the authors use aggregate firm-level data on external loan and bond issuances by domestic corporations in 30 emerging market economies as dependent variables. In a comprehensive analysis, they find that sovereign debt crises and restructurings have a strong negative impact on corporate external borrowing. They find the decline in credit to be much more pronounced in defaults with official (bilateral or multilateral) creditors, while the effect of defaults to private creditors is relatively small.

DATA AND EMPIRICAL STRATEGY

Our research assesses corporate access to international capital markets by focusing on the volume of primary market issuance. The dependent variable in both studies is aggregated from firm-level data on debt and equity issuances as reported in the Dealogic database. The advantage of using microdata is that it avoids some potential biases of capital flow data on the aggregate country level and allows identification of capital flows to private corporations only (the comprehensive Dealogic data allow the analyst to distinguish between private and publicly owned firms). In a first step, we retrieve all foreign corporate bond issues and foreign corporate syndicated loan contracts for 31 emerging economies in the period from January 1980 until December 2007. We then aggregate this data on a monthly (or quarterly) level to construct aggregate measures of external debt issuance. In Das et al. (2009) we also construct an additional dependent variable that captures the volume of equity securities issued by domestic corporations by country and quarter.

The country sample we employ is the same as in Arteta and Hale (2008), who exclude countries that had only limited access to foreign capital in the period of observation. We also exclude public corporations and domestic firms that are foreign owned, for example, by multinational corporations. The resulting aggregate figures on debt and equity issuances on the quarterly level are depicted in Exhibit 4.1. The


Exhibit 4.1 Bond, Syndicated Loan, and Equity Issuance by Private Domestic Firms in Emerging Markets, 1993–2007

Note: The authors’ compilation is based on data from Dealogic. The figure shows aggregate equity and external debt (bonds and syndicated loans) issuance by domestic firms in 31 emerging market countries. Firms owned by the government or other public entities and firms owned by foreign companies are excluded. Q1 = first quarter. The countries included are Argentina, Brazil, Chile, China, Colombia, Croatia, Czech Republic, Egypt (Arab Rep. of), Hong Kong (China), Hungary, India, Indonesia, Korea (Rep. of), Malaysia, Mexico, Pakistan, Peru, Philippines, Poland, Qatar, Romania, Russian Federation, Saudi Arabia, Singapore, Slovak Republic, South Africa, Taiwan (China), Turkey, Venezuela (R. B. de), Thailand, and the United Arab Emirates.
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caption also lists all 31 countries included in the analysis. The graph clearly shows an increase in nominal primary market issuances of private firms in emerging markets since the early 1990s.

In our empirical analyses, we regress the dependent variables on debt and equity issuances on different measures of sovereign risk, as well as a large set of control variables and country and year fixed effects. To account for country fundamentals and global economic conditions, we choose a set of control variables by Arteta and Hale (2008). The authors construct various indexes through principal component analysis, thus summarizing a large set of mutually correlated variables, with the additional benefit of bridging data gaps in some of the series. The resulting composite indexes can be grouped into five broad categories: an international competitiveness index, an investment climate and monetary stability index, a financial development index, a long-run macroeconomic prospects index, and an index on the global supply of capital. To assess the robustness of our results, we also construct our own quarterly data set containing relevant financial and economic control variables that have been widely used in previous research on cross-border capital flows and corporate access to finance. Beyond this, we explicitly control for currency and banking crises and instances of sudden stops in capital flows as well as natural disasters. Finally, we include the real exchange rate, to account for possible currency mismatch effects on firms’ balance sheets (a detailed overview of the variables and data sources is presented in Das et al. 2009).

MEASURING SOVEREIGN RISK AND DEFAULT

Sovereign default risk can be measured in various ways. Many researchers have used sovereign ratings or sovereign bond spreads as proxies for the level and variation in sovereign default risk, partly because these measures are readily available and accessible at high frequencies, that is, on a monthly or even daily level. While we also rely on these standard risk measures, a main novelty of our research is the use of newly collected data on sovereign risk and default. We take advantage of a new, comprehensive data set on sovereign debt crises and associated debt-renegotiation processes of the past three decades. This database was built by systematically evaluating more than 20,000 pages of case study material on crisis cases, as well as all standard reference books and other data sources (see Enderlein, Trebesch, and von Daniels 2009 and Trebesch (2008, 2009)).

In Das et al. (2009), for example, we rely on novel, monthly data on the timing of debt crisis and debt restructurings, which allows for a more precise analysis of risk spillovers during crisis episodes. In contrast to Arteta and Hale, we focus mainly on defaults and debt renegotiations toward private external creditors, that is, banks and bondholders. In the dataset, the start of debt distress is coded as either the month of first missed payments beyond the grace period (the start of de facto default) or the beginning of debt talks and restructuring negotiations. The debt crisis ends with the successful closing of a restructuring agreement. We also use new measures on debt-crisis characteristics as explanatory variables, in particular a measure of negotiation delays stemming from political events and variable capturing cases of pre-restructuring litigation by creditors against debtor countries, as well as episodes of creditor holdouts.

Trebesch (2009) uses a further sovereign risk measure as a key explanatory variable. He draws on a data set by Enderlein, Trebesch, and von Daniels (2009), who code cooperative versus conflictual crisis resolution following sovereign default and debt distress. The index of government coerciveness proposed by the authors captures coercive actions that governments impose on their foreign banks and bondholders during debt renegotiation.2 In principle, the index of coerciveness may be regarded as a complement to existing sovereign risk measures such as credit ratings, bond spreads, or political risk. In more general terms, however, the index may also be seen as a proxy of good versus bad government types or excusable versus inexcusable defaults, with high degrees of coerciveness signaling expropriative practices and unwillingness to pay (see Cole and Kehoe 1998; Grossman and Van Huyck 1988; Sandleris 2008).

The final index of debtor coerciveness consists of nine subindicators. These can be grouped into two broad categories of government behavior: (1) “Indicators of Payment Behavior,” capturing government actions that have a direct impact on financial flows toward international banks or bondholders, and (2) “Indicators of Negotiation Behavior,” measuring negotiation patterns and aggressive rhetoric of governments. Each subindicator is a dummy, which is coded as one if the respective action by the government can be observed in a given year—and zero otherwise. For details on the exact definitions, coding, and theoretical justification of the index and its subindicators, see Enderlein et al. (2010). The paper also presents coding results and new stylized facts from the data.

SUMMARY OF RESULTS

The main findings of our analyses can be summarized as follows: Both Das et al. (2009) and Trebesch (2009) find that sovereign defaults are associated with a significant drop in the volume of corporate external borrowing of up to 40 percent after controlling for fundamentals and shocks. In contrast to Arteta and Hale (2008), we find that defaults to private creditors have a significantly stronger impact than defaults to official creditors. Surprisingly, Das et al. (2009) find that creditor holdouts, intercreditor disputes, and creditor litigation against the sovereign have no impact on the volume of corporate borrowing. This indicates that government behavior in distress situations has more important consequences for the domestic economy than does creditor behavior.

A further main finding of Das et al. (2009) is that standard sovereign risk measures matter as well. Deteriorating risk perceptions, as measured by higher sovereign bond spreads and lower sovereign rating, are negatively associated with corporate access to capital, in particular, the volume of corporate external borrowing. We also find that the volume of equity issuances is closely linked to the level of country bond spreads, but little affected by sovereign ratings.

The key result of Trebesch (2009) is that crisis resolution policies, measured by the index of coerciveness, may play a crucial role for corporations and their external borrowing behavior. More coercive debt policies toward private external creditors are associated with a sizable drop in issuance volumes of corporate bonds and syndicated loans, an effect that holds during default episodes and for up to two years after the crisis has been resolved. The index of coercive government behavior has a high explanatory power beyond political risk and sovereign ratings and after controlling for a large set of variables capturing fundamentals and shocks. The decrease in corporate external borrowing during periods of confrontational debt policies is sizable, reaching 40 percent—over and above the default effect, per se. When disaggregating the index into its nine subcomponents, he finds that full payment moratoria and enforced, non-negotiated restructurings have a particularly large negative coefficient.

CONCLUSION

The results of our research indicate that governments need to be aware of the potentially adverse effects of sovereign risk for the domestic economy. Government policies affecting sovereign risk perceptions may have unintended consequences for the country’s corporate sector and its access to capital. In light of the current financial crisis, excessive public deficits and rising debt-to-GDP ratios may pose upside risks for corporate debt yields and constrain firms and their external financing options for years to come. This, in turn, could reinforce negative feedback loops between the financial and real sectors. Policy makers should keep these risks in mind and possibly prepare mitigation strategies, so as to avoid adverse consequences for economic growth and financial stability.

With regard to default episodes, we provide a strong indication that crisis resolution strategies matter. In particular, we find that confrontational debtor policies may have negative consequences for economic agents in a defaulting country. This indicates that good faith debt renegotiations could help to reduce the domestic costs of sovereign defaults.

NOTES

1. There is a larger literature on private sector contingent claims and bottom-up risk transfers (see, for example, Gapen et al. 2008).

2. The index design and the subindicators chosen build on previous research like Cline (2004) and Roubini (2004) and prominent policy documents, in particular the good faith criteria outlined in the IMF’s lending into arrears policy (IMF (1999, 2002)), as well as the catalogue of best practices in the Institute of International Finance’s “Principles for Stable Capital Flows and Fair Debt Restructuring in Emerging Markets” (Institute of International Finance, 2006).
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Chapter 5

Sovereign Debt Problems and Policy Gambles

Samuel W. Malone
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Politicians, faced with the specter of losing office following a costly default, may be tempted to gamble for redemption by instituting policies that increase the volatility of output growth, possibly at the expense of reducing average growth. This intuition is especially relevant for the case of developing countries, in which weaker institutional environments tend to enhance the ability of leaders to siphon public funds for private gain, thereby sharpening the incentive for remaining in power, potentially by means that run counter to the greater public interest. In particular, the threat of some crisis event, such as imminent default on a debt payment to external creditors, can give politicians in weak institutional environments a strong incentive to double down when making policy choices so they can better increase the probability of repayment and of retaining power, even as they worsen the potential fallout in the case of failure.

This chapter draws upon a 2010 article in Oxford Economic Papers on “Sovereign Indebtedness, Default, and Gambling for Redemption.” The basic chapter plan is as follows. First, we review some of the precedents for the intuition outlined earlier. We then sharpen the intuition by describing the basic set of conditions under which political gambling for redemption in the face of debt problems can occur. Finally, we devote the last third of the article to reviewing some of the main empirical evidence on policy gambling in the face of sovereign debt problems, gathered from the analysis of a database of 86 countries over the past 40 years.

Before proceeding, a couple of empirical findings in particular stand out from an examination of recent history. Sovereign defaults are clearly bad for the political careers of heads of state: for the average country in our sample, before controlling for other factors that affect job loss, a sovereign default nearly doubles the probability that the president or prime minister will lose that job within the following year. After controlling for other determinants of job loss, a default event raises the probability of job loss of the president or prime minister by 24 percent, and is comparable to a 3.5 standard deviation fall in economic growth. A priori, in other words, any policy gamble that would have the side effect of lowering economic growth while raising the volatility of revenue available for debt repayment would still probably be quite attractive from the career perspective of the leader, if the adverse growth consequences are anything but cataclysmic. When we turn to the evidence on indebtedness, cross-country regressions reveal that higher indebtedness is indeed associated with higher monetary, fiscal, and public investment policy volatility and with policies that increase output volatility at the expense of growth. With these basic results in mind, let us step back for a moment to consider the wider context surrounding sovereign gambling for redemption behavior, as well as its precedents in the world of finance.

BACKGROUND

While there is an ample literature on the determinants of sovereign default, as well as the effect of greater levels of foreign indebtedness on economic growth, much less is known about how indebtedness and the risk of sovereign default may affect the incentives of politicians with respect to influencing monetary, fiscal, and public investment policy in the developing world. In a recent article in the Journal of Economic Literature on the economics and law of sovereign debt and default, Panizza, Sturzenegger, and Zettelmeyer (2009) note that


… a potential reason for why countries repay their debts is that defaults inflict costs on the politicians or government officials that make the decision to default, who may lose their jobs, or damage their political careers… . Richard N. Cooper (1971) and Jeffrey A. Frankel (2005) show that currency devaluations are often followed by electoral losses of the ruling party and reduce the tenure of the chief of the executive and the minister of finance; Borensztein and Panizza (2009) show that default episodes may have a similar effect… . To our knowledge, a systematic analysis of the relationship between sovereign debt, defaults, and political career concerns has not been undertaken and is an interesting area for future research. (682)

A focus on political gambling for redemption in the face of sovereign debt problems is a natural and important direction for inquiry for several reasons. Most importantly, there is an ample theoretical literature in the area of finance related to the agency costs of financial distress and the risk-taking incentives induced by the existence of deposit guarantees (see, for example, Kareken and Wallace 1978 and Diamond and Dybvig 1986). That literature shows that situations that induce convexity into agent payoff functions can induce risk taking that harms other parties with a stake in the value of the assets (or income streams) under the agents’ control.

The mathematical underpinning for the preceding findings rests on a couple of straightforward results about convex functions. A convex nondecreasing function f(X) of a random variable X has the property that the expected value of the function is greater than the function evaluated at the expected value of X. This is known as Jensen’s inequality. Thus, agents whose payoff is given by a convex function would rather accept the risk implicit in the underlying variable X that affects their payoff, rather than take the certain payoff given by the function f(.) evaluated at the expected (or average) value of X. By a related result, it also follows that any risk-neutral decision maker who wishes to maximize his expected payoff will, if given scope to do so, increase the riskiness of X if his payoff function f(X) is convex—even, in some cases, at the cost of lowering the expected value of X.

As a practical example of the preceding effect in the corporate finance context, managers in firms who face debt problems, who are likely to be fired in the event of a corporate default and may earn part of their compensation in the form of equity, possess convex payoff functions in the firm’s future asset value. Such managers thus have an incentive to substitute safe assets, with secure payoff streams, for risky assets, with highly volatile payoff streams. This is known as the asset substitution problem, and is discussed in popular corporate finance textbooks such as Berk and DeMarzo (2007). One interesting aspect of the asset substitution problem, or the overinvestment problem, as it is sometimes referred to, is that if managers with perverse incentives have significant scope to channel more capital into risky investment strategies, total investment may increase rather than decrease. The losers, in this story, are the firm’s creditors and bondholders, as such strategies unambiguously lower the fair value of the debt claims backed by the firm’s assets and future income.

This story, with the appropriate modifications, can be translated into a theory of gambling for redemption in the sovereign context, with managers replaced by politicians, equity claims replaced by the government surplus after debt repayment, and corporate governance mechanisms for firing badly behaving managers replaced by the ballot box, or occasionally by a coup d’êtat or other nondemocratic transfer of power. More specifically, the possibility of sovereign default will induce convexity into politicians’ payoff functions if two conditions hold: (1) default increases the probability of job loss, other things being equal; and (2) the ability to enjoy the rents associated with being in power is increasing in output, while the cost of losing access to these rents upon job loss is independent of the magnitude of the default event. Condition (1) can be verified, or rejected, directly by appealing to the data, and as indicated earlier, the data lend fairly strong support for this claim. On the other hand, while a direct empirical verification of condition (2) is more difficult, it stands to reason in light of the political economy literature that emphasizes rent seeking in the public sphere (see, for example, Tornell 1999 and Tornell and Lane 1999) that the returns to being in power are at least linear, if not increasing, in the value of windfalls that boost growth, while a loss of power is associated with a significant loss of direct access to rents, independently of how output growth subsequently evolves. Conditions (1) and (2) together create convexity in the politician’s objective function, and an environment of weak political institutions, of the kind found in many developing countries, can provide them with the opportunity to act on the resulting motive to gamble by increasing the volatility of policies and output growth. The Malone (2010) article in Oxford Economic Papers, on which this chapter is based, provides a formal model based on these conditions that illustrates how policy gambling behavior, conceived primarily as an asset substitution effect, serves as a strategic complement to the incentive to exert low fiscal effort in the face of debt overhang problems, as was emphasized earlier in the work of Krugman (1988) and Sachs (1989).

Other authors have speculated recently that gambling behavior on the part of leading politicians may be quite important in practice, although the evidence has been mostly anecdotal.

Sturzenegger and Zettelmeyer (2007), for example, make this argument with regard to Argentina’s 2001 default. A recent study by the Inter-American Development Bank (2007) notes, alternatively, that “the evidence on the political impact of recent events of default reveals that in 18 out of the 19 cases studied, the ruling coalitions lost votes after the default,” and that politicians in this situation “may have an incentive for gambling for resurrection, namely, taking extreme measures that have a low chance of success but, if they do succeed, will bring clear political gains to the ruling administration.”

TESTING THE THEORY OF POLITICAL GAMBLING FOR REDEMPTION

To take the sovereign gambling for redemption theory more definitively to the data, Malone (2010) assembles a database using macro data on growth, indebtedness, and other variables from the World Bank and IMF, job loss data from Frankel (2005) and Frankel and Wei (2005), and data on default events from Manasse, Roubini, and Schimmelpfennig (2003). The consequences of external indebtedness on policy gambling are assessed by studying macro variables drawn from the World Bank, the IMF, Euromonitor, and the Inter-American Development Bank, data from Everhart and Sumlinski (2001) on public investment, and additional control variables on systemic crises by Caprio and Klingebiel (1999), and on real exchange rate misalignment (one of several control variables) by Kubota (2008).

As stated at the beginning of the chapter, sovereign defaults spell bad news for the subsequent career prospects of the presidents and prime ministers who preside over them. Whether the existence of a political incentive to gamble under the duress of a possible default translates into actual policy choices consistent with gambling behavior, however, remains to be seen. To test the latter claim, Malone (2010) examines three slightly more specific hypotheses implied by the general gambling theory:



1. Policy volatility will increase with indebtedness, after controlling for other determinants.

2. Indebtedness will be associated with policies that are associated with higher output growth volatility and possibly lower output growth.

3. Indebtedness may also be associated directly with higher output growth volatility and possibly lower growth, after controlling for the channels in predictions (1) and (2), since it may, for example, induce a fall in the quality of investment that is difficult to observe directly (the asset substitution effect).



It turns out that there is significant evidence in favor of all three of the preceding hypotheses implied by the sovereign gambling for redemption theory. After controlling for a variety of other determinants of monetary, fiscal, and public investment policy, the external debt-to-GDP ratio of the country is significantly associated with monetary expansions and higher fiscal deficits, but not significantly associated with the level of public investment. The volatility of each of money supply growth, the fiscal surplus, and public investment is significantly and positively associated with higher indebtedness levels, after controlling for other determinants of policy volatility, as predicted by Hypothesis 1. The p-values of the debt-to-GDP coefficient in the cases of monetary and fiscal policy volatility exceed 1 percent, while for public investment the p-value exceeds the 10 percent level. With respect to Hypothesis 2, it was found that after controlling for other factors, fiscal deficits were significantly associated with lower economic growth and higher growth volatility, while the public investment-to-GDP ratio had no significance associated with either growth or its volatility. Both of these results are consistent with the sovereign gambling theory. With respect to monetary policy, it was found that monetary expansions are significantly associated with higher short-term economic growth, as we would naturally expect given that this is one of their primary purposes.

The latter result might appear, from the perspective of Hypothesis 2, to give us pause, as in general we expect higher indebtedness to be associated with policies that decrease, rather than increase, growth, and higher indebtedness is associated with expansionary monetary policy, which is associated with higher growth. We may settle any doubts on this score, however, by appealing to the evidence supporting Hypothesis 3. After controlling for the levels and volatilities of the monetary, fiscal, and public investment policy variables, in addition to a set of other control variables that include dummies for crisis events and measurements of the degree of real exchange rate misalignment, we find that higher indebtedness is indeed strongly associated (at the 1 percent level) with lower economic growth, as well as (at the 10 percent level) with higher growth volatility. One natural interpretation of the latter result, consistent with the fact that the quantity of public investment to GDP is not associated with growth or growth volatility, is that the quality of public investment deteriorates as the result of gambling for redemption behavior, perhaps by asset substitution, by political leaders in the face of sovereign debt problems. While confirming such behavior directly is notoriously difficult, the evidence overall provides solid support for the main implications of the gambling theory, and is consistent with the notion that high levels of indebtedness and greater default risk will lead to policy decisions that can increase income growth volatility at the expense of lower growth.

CONCLUSION

While the economics literature is only beginning to achieve an understanding of the political motivations that shape economic policy, especially in times of financial crisis, some important and useful results are beginning to emerge. In regard to the research discussed in this chapter, three main insights can be taken away. The careers of political leaders, in regard to their ability to maintain a hold on power, suffer significantly following a sovereign default event. The incentives facing leaders in weak institutional environments, in particular, strongly encourage policy gambling for political redemption, potentially at the cost of inducing more economic pain than necessary in the event that such risky policies fail. Finally, the relationships between indebtedness, economic policies, and growth and its volatility for a large sample of countries in recent history indicate that the consequences of such incentives predicted by the gambling theory are, by and large, borne out in the data. The messages for economic development initiatives are clear. In the first place, the gambling theory provides another strong rationale for strengthening institutions so as to counteract the ability of politicians to siphon unauthorized benefits from the public coffer while in power. In the second place, enacting impartial mechanisms to monitor the risk profile of public investments more carefully should be a high priority, with the results of such exercises disseminated widely and in a timely fashion to the voting public—not to mention foreign and domestic creditors.
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area sovereign spreads. Hence, there is a 90 percent chance that the common spread
will be inside the gray-shaded range. The central thick black line denotes the estimated
median common spread.

2implied volatility of German stock market.
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proxied by the Crow and Meade (2008) index.
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Number Crisis Loss,per  Cost per

Type of Sovereign Default of Crises (years) Year® Year®
Sovereign only 5 32 -3.09 059
Sovereign and currency crisis® u 81 23 62
Sovereign and banking crisis® 7 87 07 48
Triple crisis® 17 105 187 194
ALL CRISES 3 86 44 122
Restructured debt 15 69 07 48
Unrestructured debt 28 95 15 161

) Cumulative difference per year between potential and actual output. Potential output is based on the
country’s pre-criss (HP filter) trend.

®Defined as when a currency or banking crisis occurs at some point during the duration of the
sovereign crisis. The definition of bunking crisis, based on Caprio and Klingebiel (2003), s when “much
or all” of the banking system's capital is exhausted, while that of currency crisis, based on Frankel and
Rose (1986), is when the domestic nominal exchange rate against the dollar depreciates by at least
25 percent in any one year combined with a 10 percent increase in the rate of depreciation.

©Includes both pre-and post-arrears restructurings.

@ A negative cost implies that actual output was higher during the crisis than suggested by its pre-crisis
trend. Note, however, the small sample of default-only crises.





