
First World Governments 
and Third World Debt

First mexico, then Asia, then Russia and Brazil. Now Argentina and
Turkey. As always when financial crises occur, questions arise about
whether first world governments should change their role in the restruc-
turing of third world debt, by restructuring the multilateral international
financial institutions (IFIs), creating an international bankruptcy court, or
adopting one of the many other proposals for reforming the international
financial architecture.1

Kenneth Rogoff and I wrote a series of papers addressing these and
related issues between 1988 and 1992:2

—In 1988 we argued that the existence of the official creditors led to
increased emerging-market and developing-country debt, because private
creditors would be able to count on the official creditors to pay back part
of their loans.3 In 1990 we further claimed that the existence of the official
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Many of the ideas in this paper were developed jointly over the years with Kenneth
Rogoff, to whom I owe an enormous debt. Of course, he is not responsible for the views
expressed here. Also, I wish to thank Eduardo Borensztein, Peter Henry, Michael Tomz,
and Jeromin Zettelmeyer for their valuable comments.

1. Among the serious efforts to combine an economic model with a policy prescription
for such reform are Wells (1993), Bhattacharya and Detragaiche (1994), and Klimenko
(2002). There have been many more op-ed-level proposals, of varying quality. See Eichen-
green (1999) for a summary of some of the better-known ones.

2. See Bulow and Rogoff (1988a, 1988b, and 1990) and Bulow, Rogoff, and Bevilaqua
(1992).

3. Many papers since then have adopted this moral hazard argument, which derives
from the formal model in Bulow and Rogoff (1989b). One prominent paper in this group is
that by Dooley (1995), who argues that the international debt crisis of 1982 can best be
understood as a prolonged negotiation between commercial banks and their own govern-
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creditors made debt renegotiation more difficult and complex, by harden-
ing the positions of debtors and creditors.

—In 1990 we argued that the legal infrastructures of the industrial
countries were being used to lend developing countries more money than
the underlying economics warranted. We maintained that it would be bet-
ter if creditors were forced to rely much more on debtor-country legal
structures to create a level playing field for equity and foreign direct
investment.

—In 1988 and 1992 we argued that official creditors, defined broadly
as a group, are at best equal in seniority and possibly even junior to pri-
vate creditors.4

These arguments underlay the reform proposals that we made in our
1990 paper. Rogoff reiterated many of these views shortly before becom-
ing chief economist at the International Monetary Fund (IMF). Similarly,
my views have not changed. The proposals we made then still make sense
today:

—Multilateral loans should largely, and in some cases completely, be
replaced by aid.

—The United States should repeal the relevant portion of the Foreign
Sovereign Immunities Act of 1976, and the United Kingdom the part of
the 1978 State Immunity Act, that allows developing countries to waive
their immunity when they borrow money abroad. That is, to the extent
possible, jurisdiction over a sovereign’s debts should be in its own courts.
This would include the debt of banks that are nationalized during debt
crises.

230 Brookings Papers on Economic Activity, 1:2002

ments over who would bear the economic losses generated by loans to developing
countries.

4. “These numbers do not square with the official view that obligations to the IMF and
the World Bank are senior claims. If anything it is probably more appropriate to think of a
debtor country’s outstanding World Bank and IMF debts as a measure of past foreign aid
from those agencies” (Bulow and Rogoff, 1988b, p. 689). The later incarnation of this view
(Bulow, Rogoff, and Bevilaqua, 1992) originally went by the more evocative title, “Is the
World Bank Bankrupt?” See Frankel and Roubini (2001) for a recent paper that argues con-
vincingly that loans by the Paris Club (the official bilateral creditors) are junior. There are,
of course, differences among official creditors. Within the group, the general belief is that
the IMF comes first, and the World Bank second, followed by other multilaterals and bilat-
erals. Private creditors will not, however, care about relative seniority among official cred-
itors that does not affect the overall bargaining position of private versus official creditors.
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—The IFIs should be kept out of the international bailout business.5

—The aid should be disbursed through an International Citizenship
Fund and focused on issues that involve externalities, such as environ-
ment and education, rather than on macroeconomic structural adjustment.

In the context of our 1990 proposal, I would be extremely cautious
about proposals for either a real or a metaphorical international bank-
ruptcy court. Such proposals run the risk of moving some sovereign
obligations from debtor-country courts to external jurisdictions, making
it even harder for industrial-country governments to avoid getting
enmeshed in resolving these crises. Proposals to coordinate creditors
through collective action clauses, such as those suggested by Under
Secretary of the U.S. Treasury for International Affairs John Taylor or
already existing in U.K. law, or through mechanisms that also coordinate
different classes of creditors, as suggested by the IMF’s First Deputy
Managing Director Anne Krueger, have some appeal in simplifying the
renegotiation bargaining problem. Countries may well want to adopt such
provisions within the context of their domestic restructuring laws. But the
key step is to coordinate as much of the bargaining as possible under the
auspices of the debtor’s own legal system.

Whereas in 1990 our proposals were treated as quite radical, they no
longer seem so today. The Meltzer Commission has now advocated aid in
place of loans, and the White House and the Treasury have called for dra-
matically increasing the proportion of aid in official financing for devel-
oping countries, particularly the poorest.6 Similarly, our 1988 moral
hazard view of official lending is at least widely debated, if not fully
accepted.7 Still, these proposals are worth reviewing after twelve more
years and several more debt crises.

Of course, opening up their agricultural and other markets to
developing-country goods is probably the best thing rich countries can do

Jeremy Bulow 231

5. Occasions may still arise when one government or group of governments will
choose to bail out another, as the United States successfully bailed out Mexico in the 1990s,
but in the context of our overall plan it would be much less likely.

6. The Meltzer Commission (formally, the International Financial Institutions Advi-
sory Commission) was established by the congressional Joint Economic Committee in
1998 and issued its report in 1999 (www.house.gov/jec/imf/meltzer.htm). On the adminis-
tration’s views see, for example, Treasury Secretary Paul O’Neill’s remarks at the World
Economic Forum, February 1, 2002, at www.treas.gov/press/releases/po974.htm.

7. Roubini (2000) provides an extensive discussion of this and other issues.
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to support good governments in poor countries and aid development.8

Elimination of quotas, antidumping rules, and other nontrade barriers,
plus provision of aid to any decent government of a third world country
equal to the tariffs collected from that country, would all be steps in the
right direction. Ultimately, the real goal of any debt policy should not be
to maximize capital flows, but to foster trade and encourage efficient
investment.

My strategy in this paper will be to begin with short discussions of
what makes sovereign debt different from other debts and of the differ-
ences between the claims of private and official creditors. I then apply my
analysis of those topics to the policy recommendations listed above.

Differences between Sovereign Debt and Other Debt

It is perhaps instructive to compare sovereign lending with three other
kinds of financial contracting: corporate debt, municipal debt, and con-
sumer debt. Although developing-country sovereign issues may be most
analogous to corporate junk bonds in terms of likelihood of default, the
current reorganization process for sovereign debt is in some ways closer
to what occurs in consumer bankruptcies.

The biggest differences between corporate and sovereign debt restruc-
turings relate to matters of collateral and control. Most sovereign debt is
not collateralized, whereas all corporate debt has either a specific or a
general claim against some pool of assets. Furthermore, in a corporate
bankruptcy, regardless of whether the firm’s management chooses to put
the firm in bankruptcy or whether, upon a default, creditors force the
issue, management risks losing control of the firm. If it does not come up
with a suitable reorganization plan within a period of months, the court
can give the creditors a chance to offer an alternative, which management
will then be forced by law to live with. Indeed, management may find

232 Brookings Papers on Economic Activity, 1:2002

8. More broadly, debt problems are only symptomatic of the bigger problems of the
brain drain and capital flight from developing countries. Compare this with the situation
100 years ago, when brainpower and money were migrating from the developed world
(Europe) to the fringe (the United States). Alan Taylor (1998) questions whether the mar-
ginal product of capital is really higher in developing countries. If it is not, capital will flow
to the rich countries even in the absence of property rights issues. For example, the Arab
oil-exporting countries would be much wealthier now if they had invested more of their
surpluses of the 1970s and 1980s in Western capital markets and less in domestic capital
expenditure.
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itself displaced by the creditors. Finally, a company may be liquidated or
sold out of bankruptcy. 

One thing that corporate bankruptcies do have in common with sover-
eign restructurings is that the process is not speedy: an average of
16.4 months from 1982 to 1999 for cases that would typically seem sim-
pler than the default of a country.9 To avoid these delays, much restruc-
turing takes place in the shadow of the bankruptcy courts. Because
bankruptcy is an expensive proposition, one would not expect it to be
used unless debtors and creditors differ significantly in their perceptions
about what they would receive in court, perhaps because of asymmetric
information.

Needless to say, there is nothing remotely comparable to these corpo-
rate bankruptcy procedures in the world of sovereign debt. This is true
even in the case of debt issued by a state-controlled enterprise: when
the distressed debt of a Chinese state-owned enterprise is renegotiated,
the issue of turning over control of the firm to the creditors will not be
on the table. But at least in those cases there are assets to fight over. With
general obligations of the state there are no tangible assets; there is only
the fact that a default may harm the country’s ability to trade and its oper-
ation of its domestic financial system. The comparison between corporate
and sovereign debt is thus extremely tenuous.

Municipal bond issues in the United States have an exceptional repay-
ment record over many decades.10 Over 1940–94 fewer than 1 percent of
all issues, by either number or volume, experienced even a technical
default. Thus the section of the bankruptcy code that deals with municipal
bankruptcy, Chapter 9, has not been tested very much. Municipal securi-
ties are held by households, mutual funds, banks, insurance companies,
and others.11 Outstanding obligations totaled 16 percent of GDP in 2001,
although debt-income ratios obviously vary widely across issuers. The tax
laws create incentives for municipal debt to be held by residents of the
state in which the issuing municipality is located; as a result, “munis” are
sold at interest rates below those on U.S. Treasury bonds. Indeed, there is
no reason for anyone other than domestic taxpayers to hold them. 

Jeremy Bulow 233

9. McHugh (2000, p. 68).
10. Data from the Bond Market Association at www.bondmarkets.com/research/

defaults.shtml.
11. Data from the Bond Market Association at www.bondmarkets.com/research/

munios.shtml.
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In contrast, most (but not all) “external” sovereign debt is held by for-
eign taxpayers. Furthermore, because of the inherently risky nature of
developing economies, sovereign debt typically has junk bond status. By
looking at the average spread over Treasuries and making some heroic
assumptions, one can estimate a half-life for default of various sovereigns
(table 1). Such a calculation shows that the market deems most develop-
ing countries to be more likely than not to default with at least a 50 per-
cent write-down over the next decade.

The basic point is that munis are sold in an environment where,
because of the identity of the bondholders, the low interest rates, and the
strength of creditor rights, defaults occur infrequently. Sovereign credits
are essentially junk bonds, and it is crazy to buy or sell them without real-
izing they are very likely to be restructured. Indeed, table 1 suggests that
the number of defaults in the last ten years may have been in line with
market expectations.

Some badly conceived municipal projects and contracts have led to
efforts to void those contracts, but they are the exceptions that prove the
rule. The most famous example is the Washington Public Power Supply
System Projects 4 and 5 bonds, issued to build nuclear power plants that
never got off the ground. Communities that had guaranteed a portion of
this debt managed to have the courts overturn their obligations.12 Califor-
nia is similarly trying to extract itself from some bad energy contracts it
signed last year, on the grounds that it was misled by the manipulative
supply decisions of some power plant owners into thinking there was a
market shortage. One could argue that the proceeds of many loans to third
world governments were used in ways that did not benefit the populations
of those countries, and in those cases it is not surprising that there is no
political consensus to repay.13 In prominent U.S. defaults or de facto
defaults that were not tied to specific project finance, such as those of
Orange County, California, in 1994 and New York City in 1975, creditors
were repaid in full.

234 Brookings Papers on Economic Activity, 1:2002

12. The bonds for projects 1, 2, and 3, which produced completed plants, were repaid
in full. I have no opinion whether the decision in the case of projects 4 and 5 was proper.

13. For example, the citizens of Argentina might not see the merit of repaying loans
made from 1976 to 1983 to prop up the military dictatorship of those years. Nor might they
wish to repay the loans taken out over the last year or two to support failed economic poli-
cies, although in this case the moral argument for default would be considerably less clear.
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As noted above, in some respects developing-country debt resembles
U.S. consumer debt more than corporate debt. One similarity is that the
amount of debt required to create a significant possibility of default seems
in some ways low. It is worth recalling the arguments made in the mid-
1980s, in the early days of a previous international debt crisis. Theorists
argued that the debt crisis was akin to a bank run: that countries were
capable of repaying in full over the long run, since their debts amounted
to only a few months’ income, but lacked the liquidity to pay all creditors
immediately.14 Of course, it turned out that a debt of four or six months of
national income is a very burdensome debt, much as a $20,000 credit card
debt can be very burdensome to a family with a $40,000 income. By some
measures, repayment should seem easy for developing-country debtors if
there is the will to repay. For example, Argentina despite its recent woes
has twice the average income per capita of Brazil, or of Latin America

Jeremy Bulow 235

14. See Sachs (1984) for an excellent exposition of this view.

Table 1. Estimated Half-Life of a Default on Sovereign Debta

Units as indicated

Average interest 
Half-life of default (years)

rate spreadb 50 percent 75 percent 100 percent 
Country (basis points) write-down write-down write-down

Argentina 778 5.1 7.4 9.6
Brazil 827 4.9 7.0 9.1
Bulgaria 997 4.2 5.9 7.6
Colombia 637 6.1 8.9 11.6
Ecuador 1,645 2.8 3.9 4.9
Mexico 581 6.7 9.6 12.6
Morocco 554 6.9 10.1 13.2
Nigeria 1,545 2.9 4.1 5.2
Panama 412 9.1 13.3 17.5
Peru 572 6.8 9.8 12.8
Philippines 897 4.6 6.5 8.4
Poland 290 12.6 18.6 24.6
Russia 2,248 2.2 3.0 3.8
South Korea 230 15.8 23.3 30.8
Turkey 648 6.0 8.7 11.4
Venezuela 1,005 4.1 5.9 7.6

Sources: Fischer (2001) and author’s calculations.
a. The half-life of a default is the number of years ahead where the chance of a default having occurred reaches 50 percent.

Here it is calculated as ln(2) / E[default rate], where the expected default rate is the average interest spread divided by that spread
plus the expected write-down.

b. Over U.S. Treasuries of comparable maturity.
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and the Caribbean as a whole, and almost four times the income per capita
of Thailand. Even a negative flow of 5 percent of GDP or more would still
allow much higher consumption than neighboring countries enjoy. But
reality is different. A long-term stream of payments of that magnitude is a
sure recipe for political crisis and default.

Consumer debt in the United States is characterized by competitive
lending, high interest rates, and commensurately high default rates. When
countries demand renegotiation of their debt, they tend to obtain relief
similar to that available with a Chapter 13 filing under the U.S. bank-
ruptcy code.15 Under this chapter, the debtor keeps all its property,
stretches out its debt, and may have its debt reduced. There is protection
for cosigners and against foreclosure and wage garnishment, creditors
may be separated by class, and the debtor may file repeatedly. The debt
does continue to exist, however.16

The private bankruptcy system obviously involves trade-offs between
allowing parties to freely engage in any contracts they wish and a (per-
haps paternalistic) desire to limit debtors’ ability to get themselves too
deeply and too permanently in a hole. With sovereign debt the issues are
subtly different. Loans are taken out by heads of state, who are not always
acting in the best interests of their population. The question then arises,
To what extent should we allow outside enforcement technology—say,
the laws of the United States and the United Kingdom—to enable third
world governments to borrow more than they could manage otherwise?
From the other direction, any international bankruptcy system is con-
strained in the ability to enforce judgments against debtors.

Differences between Official and Private Creditors

In addition to these differences between private and sovereign debtors,
there are some important differences between private and sovereign cred-

236 Brookings Papers on Economic Activity, 1:2002

15. One important difference is that Chapter 13 filings are limited to $1 million in debt,
and unsecured debt is limited to less than $250,000.

16. The alternative form of consumer bankruptcy is Chapter 7. Here debt can be erased
completely, although creditors may still be able to claim future inheritances. Some debts
such as mortgages do survive, and cosigners can be stuck unless they similarly file. Chap-
ter 7, under which more than 70 percent of all filings occur, can only be used once every six
years, and such filing obviously causes severe damage to one’s credit rating.
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itors. One good example relates to what is called the “moral hazard” prob-
lem in international debt, which is worth comparing with the moral haz-
ard talked about in other contexts, such as the U.S. savings and loans
(S&L) crisis of the late 1980s and early 1990s. In that crisis the moral
hazard problem was that S&Ls had an incentive to round up deposits and
put the money in risky investments: heads the S&L wins, tails the govern-
ment insurer loses. Of course, there was also a great deal of corruption in
the S&L collapses,17 but the important thing was that the moral hazard
problem was seen as being on the side of the borrowers (in this case the
S&Ls) rather than their guaranteed depositors.

When people today speak of the moral hazard problem in international
lending, the primary focus appears to be in the other direction: on the
lenders. The implication is that of course countries will borrow as much
as possible, and the existence of the IFIs as a possible source of bailout
funds means that countries will find it easier to borrow than should be the
case. It is the private lenders whose actions are changed by the existence
of the IFIs, because they have incentives to make loans that could not be
justified based on the likely use of the funds. 

This characterization implies that the IFIs are effectively junior to pri-
vate creditors, and very likely to go unpaid in any meaningful economic
sense. That is, when a debt crisis arises, we generally see the private cred-
itors egging the IFIs on to bail out the debtor. If there is a moral hazard
problem, we know that it would be better, from an efficiency standpoint,
if the IFIs could precommit not to bail out countries in distress. Looking
back, the competitive banks are probably making loans that earn zero eco-
nomic profits. Therefore the IFIs facilitate excessive lending.18 If there is
no agency problem within the borrowing country, it benefits from these
excessive loans, which it does not have to take, and the banks are break-
ing even at least.19 Therefore the cost to the IFIs must be greater than or
equal to the inefficiencies created. 

Jeremy Bulow 237

17. See Akerlof and Romer (1993).
18. As argued in Bulow and Rogoff (1988a). A provocative recent paper examining the

moral hazard problem is Jeanne and Zettelmeyer (2001), who argue that the real cost of
moral hazard is borne by domestic taxpayers.

19. Jeanne and Zettelmeyer (2001) argue that the IFIs increase countries’ ability to bor-
row, but because the loans are not always used well, the countries may lose from the
increased borrowing capacity. In this case the (larger) inefficiencies from the excessive
loans are split between the country and the official creditors.
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But why do the private creditors support the making of bailout loans?
If the IFIs are senior creditors, this is difficult to understand. Private loan
covenants may prohibit a debtor from awarding new creditors anything
better than pari passu terms and even limit the amount that can be bor-
rowed on that basis. They do not demand that the debtor do its best to
borrow as much as it can from a senior creditor. So what is going on?

One possibility is that by “seniority” the IFIs simply mean that, in the
event of default, the other official creditors will supply new loans, or sub-
ordinate their own claims to a sufficient degree, or both, so that in an
accounting sense the IFIs will be repaid without a substantial real cost to
the private sector. If this is the case, the appropriate economic analysis is
to amalgamate all official loans and treat official debt as junior to private
sector loans.

Another possibility is that seniority is complicated. In the simplest
finance model with no debt covenants, seniority is simply a question of
when a debt is due: the borrower makes its payments as long as it has
money and defaults when it runs out, leaving the remaining creditors with
nothing.20 The empirical implication of such a model is that those who get
paid the most when debt is valued at a sharp discount are the ones who are
really senior. Creditors like the IFIs, who disproportionately make loans
when everyone else wants to take money out and disproportionately get
paid off when there are, effectively, other creditors willing to buy them
out at face value, are economically junior. This is so even if the IFIs have
a priority claim in a “liquidation.”

One can put it another way: Assume that a payment from an IFI is used
to directly pay off part of the loans of the debtor country’s private credi-
tors. This would have to be a good deal for the private creditors, even if
the IFIs have a priority claim on all future repayments. But IFI debt is
rarely very large; even in Argentina today it is only a month’s income and
about 15 percent of total debt.21 If, going forward, this debt were really to
be treated as senior, it would have almost no default risk, and there would

238 Brookings Papers on Economic Activity, 1:2002

20. Of course, in real life the borrower could threaten to default on a creditor whose
loan has come due, and the creditor might then prefer to take partial payment, with the rest
of its claim deferred, rather than force a bankruptcy. Furthermore, a seniority claim in
bankruptcy in such a situation would lead to the creditor being able to negotiate a better
deal.

21. Again, the private creditors will not care if IFI debt bumps other official debt in pri-
ority, so long as it does not hurt the repayment priority of private claims. 
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be almost no net transfer to the private creditors of a new IFI loan. In fact,
private creditors who were not sharing proportionately in the repayments
generated by the new loan would theoretically object to it. Furthermore, if
new IFI loans really bump private credits in seniority, then the Brady Plan
deals amounted to little beyond pure debt forgiveness by the private cred-
itors. The Brady deals involved the banks accepting a reduction in their
nominal claims against the country and accepting the existence of new IFI
loans in return for having the proceeds of those loans used as collateral for
the bank debt. But if the IFI loans were senior to the private debt, and
fairly certain to be repaid, the private creditors lost virtually as much from
the creation of new senior debt as they gained from the new collateral. So
the debt forgiveness would have been virtually uncompensated. 

Despite all this, it is difficult to make an empirical case that the IFIs are
junior to private creditors. As with deposit insurance before the S&L
debacle, hardly any debt to the IMF or the World Bank has ultimately
defaulted. Bulow, Rogoff, and Alfonso Bevilaqua could not find any dif-
ference in official and private creditor seniority.22 Olivier Jeanne and
Jeromin Zettelmeyer also argue that the IFIs have a strong record of being
repaid.23 On the other hand, it is quite possible that the repayments we
have seen have been motivated by the small size of most IFI loans, their
below-market interest rates, and the prospect of more official creditor
funds. For example, if a country believes that ultimately it will be able to
borrow 300 percent of a gradually increasing quota from the IMF, it may
choose to make repayments on a debt of 100 percent if that is a prerequi-
site for borrowing more a year or two later. With larger debts, the logic of
repaying now in order to borrow more later becomes more tenuous; thus
we may learn a fair amount from Turkey and Argentina about where the
official creditors stand.24

Policy Recommendations

The above analysis supports the following recommendations for policy
concerning sovereign debtors in distress.

Jeremy Bulow 239

22. Bulow, Rogoff, and Bevilaqua (1992).
23. Jeanne and Zettelmeyer (2001).
24. As argued in Bulow and Rogoff (1989a), if the IMF were motivated strictly by

repayment, repaying debt to establish a reputation for repayment would not work. But if the
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Aid, Not Loans

All multilateral loans should be replaced with aid. Doing so would
improve accounting transparency by essentially unbundling aid and loan
programs, leaving loans to the private sector, and making it easier for first
world governments to stay out of debt renegotiations. Combined with the
proposal to shift all litigation and enforcement to debtor-country courts, a
shift from loans to aid would probably improve the industrial countries’
image in the developing world, because the industrial countries would no
longer get enmeshed in having to ask for transfers that go the “wrong
way” (from poor countries to rich ones). 

greater accounting transparency. The primary “advantage” of
the current system of IFI loans is lack of transparency, which allows Con-
gress to use Alice-in-Wonderland accounting. The IMF and World Bank
work slightly differently from each other. The World Bank is highly
leveraged. Of its $189.5 billion of subscribed capital, only $11.5 billion
has been paid in, and of that only $7.9 billion is available for lending.
Countries that are highly likely to pay up if there is a call on the remain-
ing capital are responsible for $103.6 billion of that capital.25 The United
States has contributed $2.0 billion in paid-in capital since 1944 and is on
the hook for $30.0 billion in unpaid subscriptions.26 Only the paid-in cap-
ital shows up in the U.S. federal budget. Thus, in an accounting sense, the
World Bank has only “cost” the United States $2 billion in its entire his-
tory. Yet we are effectively guaranteeing about $30 billion worth of
developing-country debt.

The World Bank has a credible claim on about $130 billion (including
paid subscriptions available for lending, calls from rich countries, and
$20 billion in retained earnings) to offset $115 billion in outstanding

240 Brookings Papers on Economic Activity, 1:2002

IFIs will mechanistically make bigger and bigger loans to debtors who have repaid in the
past, it makes sense for those borrowers to repay the early, small loans and default only
when they finally get a loan that hits their credit limit.

25. This is the amount callable from those member countries that are also members of
the Development Assistance Committee of the Organization for Economic Cooperation
and Development (World Bank, 2001, pp. 18–19).

26. World Bank (2001, p. 18). Of the U.S. subscription, only $7.7 billion can be paid
without congressional action, but the general counsel of the U.S. Treasury has rendered
an opinion that the entire amount is backed by the full faith and credit of the United
States.
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debt.27 This calculus is what gives the World Bank its triple-A credit rat-
ing. It is quite different from the standard for measuring the financial
soundness of a commercial bank, which would be whether retained earn-
ings and paid-in capital, which total about $30 billion in the World
Bank’s case, are enough to offset potential losses on its loan portfolio. If
the market really viewed the World Bank as a senior creditor almost sure
to get repaid, its capital and reserves would enable it to greatly increase its
lending without ever having to ask the member countries for an increase
in subscriptions. 

Remarkably, the IMF manages to outdo the World Bank at keeping its
finances out of the U.S. budget. The United States has an IMF quota of
37.1 billion SDRs.28 However, the budgetary impact of this quota or even
of its use by the IMF is zero, “because the United States receives an
increase in its international monetary reserves corresponding to any trans-
fer of dollars under the U.S. quota subscription. The United States can use
these interest-bearing reserves to meet a balance of payments financing
need.”29 Similarly, the IMF’s 1962 General Arrangements to Borrow and
its 1997 New Agreements to Borrow do not “result in any net budget out-
lays because such financing results in an equivalent increase in U.S. inter-
national reserve assets in the form of a claim on the IMF.”30 That is, for
accounting purposes IMF quotas are treated the same way as deposits
held in a U.S. commercial bank.

Indeed, a naïve reader of the U.S. government budget would think that
its international financial programs are a real money-spinner for the fed-
eral government. As table 2 shows, for every year since 1985 the U.S.
budget has shown negative outlays for international financial programs,
offsetting over 40 percent of the budget impact of international develop-
ment and human assistance.31 Enron would be proud. The analogy is to
federal deposit insurance, which for decades and through several credit
crunches was able to book profits, until the $160 billion loss in the 1980s
and the 1990s.32
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27. The World Bank also has about $38 billion in undisbursed loans and has guaran-
teed a relatively trivial amount of other loans.

28. An SDR, or special drawing right, is now worth about $1.26.
29. Budget of the United States Government, Fiscal Year 2002, Appendix, p. 1027.
30. Budget of the United States Government, Fiscal Year 2002, Appendix, p. 1027.
31. Budget of the United States Government, Fiscal Year 2002, Historical Tables. 
32. See Federal Deposit Insurance Corporation (1997, p. 39).
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Yet an examination of IMF lending practices shows clearly that this is
not an institution that depends on its loan portfolio for its financial stabil-
ity. IMF member quotas total 212.4 billion SDRs, composed of a “reserve
tranche” (hard currency that members have on deposit with the IMF) of
46.7 billion,33 callable quotas of 109.6 billion SDRs in usable currencies,
and callable quotas of 56.0 billion SDRs in other currencies.34 The IMF
has some equity resources and holds some gold that is worth about
$20 billion more than its face value. Yet total loans outstanding are only
53.5 billion SDRs, or about $68 billion. That is, the IMF has been con-
straining its lending to the amount of hard-currency deposits its members
have on deposit, not even borrowing against the additional funds on call
to make more loans. The United States is effectively on the hook for
something over a quarter of the IMF’s loans, or about $18 billion.

Thus IMF and World Bank accounting has enabled the United States to
effectively guarantee almost $50 billion in developing-country debt while
recording expenditures of only $2 billion in fifty-eight years’ worth of
federal budgets.35 It would have been entirely reasonable for the United
States to give at least another $50 billion in foreign aid—in fact, much
more than that—to developing countries over the years. Perhaps the off-
balance-sheet accounting has made IMF and World Bank accounting
more feasible politically. But U.S. citizens, if anything, overestimate the
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33. It may be instructive to contrast the positions of three countries with the IMF.
Argentina has a quota of 2.1 billion SDRs and loans outstanding from the IMF of 11.2 bil-
lion SDRs. This is met by a zero reserve tranche position and 13.3 billion SDRs worth of
callable local currency. Turkey has a quota of 1 billion SDRs and loans outstanding of
9.7 billion SDRs. It balances this with reserve tranche holdings of about 100 million SDRs
and 10.6 billion SDRs worth of callable local currency. The United States has a quota of
37.1 billion SDRs, composed of a reserve tranche of 10.9 billion SDRs and the equivalent
of 26.2 billion SDRs on call. 

34. These quotas are “collateralized” either by deposits of the country’s currency with
the IMF or by the issuance of a nonnegotiable zero-interest note. Were it necessary to actu-
ally deposit currency, a country like Panama, which uses the U.S. dollar as its currency,
would be unable to get money out of the IMF.

35. The United States has also given away a few billion dollars by allowing the IMF to
issue SDRs to all members in proportion to their quotas. (Effectively the IMF prints hard
currency and hands it out.) A proposal on the table for the last few years would allow the
IMF to issue about another $25 billion worth of SDRs to members, which would effectively
cost the United States another few billion (taking into account the share of the SDRs that
would effectively be dollars, less the allocation of SDRs to the United States), but so far the
United States has vetoed this proposal.
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extent of U.S. foreign aid, and therefore a more transparent accounting
might lead to a more open-handed policy. 

unbundling. Subsidized loans are effectively a bundle of loans and
subsidies. Why combine the two, and why should rich-country govern-
ments be in the loan business? What possible benefit could they derive
from being owed money by developing countries? If a country finds it in
its best interest to use its aid money to buy loan insurance, just as many
municipalities in the United States buy private municipal bond insurance,
they will be welcome to do so. Doubtless the banks in some countries that
currently own third world debt will find it preferable, from a tax and
accounting standpoint, to hold safe bonds and issue Argentina debt insur-
ance, rather than buy Argentinean debt directly. 

Those who believe that the IFIs have a superior enforcement technol-
ogy would argue that countries could not use equivalent subsidies to pur-
chase loan guarantees that would enable them to borrow as much as with
IFI loans. But if IFIs are even better than first world courts at enforcing
repayments, then, as Jeanne and Zettelmeyer argue, that may be all the
more reason to keep them out of lending.36

More important, it should be understood that IFI loans are a significant
component of U.S. foreign aid policy. Why hand out this money in such
an ad hoc manner? Should Argentina and Turkey get disproportionately
large shares of the non-Middle East aid that the United States hands out
this year? Maybe, but such a decision requires careful thought. Lower-
income countries that are not in the midst of a debt crisis might be as wor-
thy or more worthy of aid.

greater scope for private aid. Another advantage of grants is that
they make it much easier to direct funds to private organizations.37 Under
the current lending arrangements, most IFI money goes to governments.
A grant policy would allow money to go to governments and nongovern-
mental organizations, depending on where the expected benefit was
greater. 

escape from renegotiation. A pure aid policy might help the IFIs
avoid getting trapped into participating in debt crises, especially if almost
all debt comes under the jurisdiction of the debtor’s domestic courts. But
even without a change in jurisdiction, countries would no longer renegoti-

244 Brookings Papers on Economic Activity, 1:2002

36. Jeanne and Zettelmeyer (2001).
37. This point was made by Michael Kremer in the general discussion at the conference.
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ate simply to avoid a default to the IFIs, and financing would be slightly
more transparent.38 For example, a default by Argentina would lead to a
dramatic decline in the World Bank’s accounting equity-to-loans ratio,
which it uses to determine its “risk-bearing capacity,” or ability to issue
loans without calling its callable capital. Therefore, under the current sys-
tem, it may be necessary for another IFI or official creditor to give
Argentina the money to repay its World Bank debts so that the World
Bank will not have to call capital for the first time in its history.

Move Debt Jurisdiction to the Debtor’s Courts

The United States’ Foreign Sovereign Immunities Act and the United
Kingdom’s State Immunities Act enable borrowers to use the U.S. and
U.K. courts, respectively, as a commitment vehicle for repaying debts.
Undoubtedly, part of the growth in sovereign lending since the mid-1970s
should be “credited” to the trend these acts started of moving jurisdiction
over sovereign commercial transactions to first world courts. But as
Rogoff and I argued, this is not a good thing. If the modern view of the
moral hazard problem is right—that countries will borrow as much as
they can, and the concern is with lenders making uneconomic loans—a
good way to stop this is by having a country’s debt enforceable only in its
own courts. Furthermore, because the option exists to use the tougher,
industrial-country courts, countries today are penalized if they issue debt
under their own jurisdictions, because doing so may signal a greater like-
lihood of default.

If domestic courts had jurisdiction, foreign lenders would basically be
in the same boat as domestic creditors. To raise money from abroad, the
country would therefore have to create conditions that would cause resi-
dents to bring their capital home. Countries with democratic governments
investing in economically sound projects should still be able to borrow,
because it seems likely that loans for such projects would be repaid. The
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38. One amusing story has to do with Egypt’s debt to the United States. Under the
Brooke-Alexander amendment, the United States is prohibited from providing foreign aid
to a country that is more than a year in arrears on its debt to the United States. This led in
1990 to an emergency $163 million cash grant to Egypt to make sure it would not miss its
payment before the United States had a chance to cancel its outstanding military debt, and
thus become ineligible for billions in foreign aid (John Kifner, “Gulf Price Tag for Egypt:
$2 Billion Loss to Economy,” New York Times, September 4, 1990, p. A10). Similarly, a
congressional resolution ensures that foreign aid to Israel in any year will exceed the
amount that Israel owes to the United States in debt payments that year.
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risks of lending to unpopular dictatorships and corrupt governments for
uneconomic uses would become vastly greater, which is good. Seizure of
a country’s foreign assets could take place only with the agreement of the
country’s own courts. Countries could still get into debt crises, but they
would negotiate their way through them under the terms of their own
laws.

As part of this proposal, nationalized banks would fall under the juris-
diction of the sovereign’s courts. Creditors would be able to use first
world courts to go after assets held by banks incorporated in the first
world and owned by the sovereign, but any liabilities of the sovereign to
the banks would have to be adjudicated in the debtor’s courts. In this way,
crises such as South Korea’s, where the bulk of liabilities came from the
government taking over bank debt, would also fall under domestic law.39

One concern might be that eliminating rich-country courts as a prop
would eliminate most sovereign lending to developing countries, and we
would return to the days of 1950–75, when essentially all private capital
inflows to the developing world were in the form of equity (foreign direct
investment or portfolio investment). But another view is that the change
would simply level the playing field between sovereign debt and other
forms of private investment.40 Perhaps overall lending would go down,
but if one compares developing-country growth rates in the last twenty-
five years with those in the previous twenty-five, there is not a prima facie
case that opening the capital markets in this particular way has been
beneficial.41

Of course, those who believe that the primary “collateral” for sover-
eign lending is reputation should hold the view that this proposal would
not matter much. The fact that, in recent years, some more timid versions
of this proposal have been criticized for their likely impact on borrowing
capacity is an indication of some acceptance of the Bulow and Rogoff

246 Brookings Papers on Economic Activity, 1:2002

39. Sovereign immunity would have to be limited to avoid fraudulent conveyance. 
40. This view is expressed in Rogoff (1999).
41. At the conference, Edwin Truman claimed that most of the recent debt crises had

other factors besides external foreign debt as their proximate cause—disputes involving
Mexico’s tesobonos were under the jurisdiction of domestic courts, for example. It is not
clear to me whether the external holders of tesobonos were limited to using Mexican courts
to obtain a legal remedy to default, but if they were, the implication is that a change to more
sweeping domestic jurisdiction would not overly deter borrowing.
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argument that reputation for repayment cannot support sovereign
lending.42 

Take the IFIs Out of the Bailout Business

The IMF and the World Bank get a bad rap. The staffs of these organi-
zations are probably as good as or better than those of any other large offi-
cial organization anywhere in the world. Alumni are highly sought after
in the private sector for their expertise. Yet because they are perceived in
the developing world as doing the bidding of the large creditor countries,
and by some in the United States as a money sink, they have become a
lightning rod for criticism. The debtors, at least, have a point: since the
IMF is effectively paid for by the rich countries, it is natural to think of it
as an agent of the creditor nations.43

Furthermore, the issue of asymmetric information creates concerns
about IMF conditionality programs. Will such programs necessarily lead
to good structural reforms, or will they merely lead to changes in unreli-
able reported data? The U.S. government engages in a considerable
amount of accounting gimmickry even though it is only trying to fool its
own citizens. In many crises—Mexico, Korea, Argentina—we discovered
later that all sorts of things were going on that neither the IMF nor the
U.S. Treasury knew anything about. We know from incentive theory that
if we can measure progress in one dimension but not in another, we can
get highly distorted results if we focus incentives in the measurable
areas.44

Jeremy Bulow 247

42. Bulow and Rogoff (1989a, pp. 43–50) argue that countries will not repay debt
strictly for “reputation for repayment” reasons, and that therefore borrowing must be sup-
ported by either legal sanctions or other reputational reasons. Wright (2001) provides a
model in which creditors have an incentive to punish defaulting borrowers in order to pre-
serve their own reputations, and thus make reputational lending feasible. Tomz (forthcom-
ing) provides some fascinating historical evidence, including a debunking of the view that
Argentina’s 1930s debt repayments were due to the Roca-Runciman treaty governing beef
exports to Britain.

43. I am reminded of the 1960s story of when, before they had a union, the baseball
players thought of hiring a negotiator. Management said it was a good idea, and that if the
players hired management’s choice for the job, Richard M. Nixon, management would
even pay Nixon’s salary. See Miller (1991).

44. To take a classic example: if teachers are paid according to their pupils’ perfor-
mance on standardized tests, they may “teach to the test” instead of providing a broad
learning experience (see Holmstrom and Milgrom, 1991).
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If the IFIs were not themselves creditors effectively funded by rich-
country governments, they might be widely valued by all sides as a source
of information and advice. The IFIs might be able to collect and commu-
nicate information that would not be otherwise available to potential
lenders. If I am wrong and there would not be a demand for the consulting
services of these agencies, then they represent an inefficient use of a lot of
high-quality human capital and should go out of business. 

Create an International Citizenship Fund for Aid Grants

There may still be a role for the IFIs to make project grants to develop-
ing countries, as they do through the World Bank’s International Devel-
opment Association, if the rich countries decide that these grants provide
an efficient mechanism for distributing aid. As aid organizations, they
would no longer be as confined to providing funds to governments rather
than nongovernmental organizations. But they should be moved out of the
business of providing money for macroeconomic adjustment. This would
also reduce the moral hazard problem.

The IMF has been heavily criticized for some of its adjustment pro-
grams. One can argue that it provides the backbone needed for a govern-
ment to implement a politically unpopular program. But it is unclear why
the rich countries should insist on controversial adjustment plans. Since
most of the capital that a country can hope to attract will come from
reversing the direction of flight capital and increasing private investment,
there is already a strong market incentive to adopt sound macroeconomic
policies, without IMF requirements. Furthermore, the self-interest of the
rich countries probably lies much more in, say, the secular education of
children in India and Pakistan than in those countries hitting macro-
economic targets. Our aid should be allocated accordingly.

Bargaining theory still has a way to go, but although there are models
in which subsidies from a third party such as an IFI can increase the prob-
ability of efficient trade, this is only in the case when it is not common
knowledge that there is the possibility of an efficient deal.45

248 Brookings Papers on Economic Activity, 1:2002

45. See, for example, Myerson and Satterthwaite (1983). Some models incorporate a
“Greek tragedy” phase, where everyone knows that there is an efficient deal to be made but
neither side can propose the obvious settlement because doing so would be an out-of-
equilibrium sign of weakness, but one might question the realism of those models.
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Proposals for an International Bankruptcy Court

Bankruptcy is a last resort. The ideal restructuring mechanism would
facilitate fast, efficient bargains, generally made in the shadow of the law
rather than in the court itself. Even more important, the mechanism
should encourage efficient investment and capital structures.

Over the last ten years, negotiators have moved down the learning
curve with the current system. Recent debt crises have been settled more
expeditiously than those of the 1980s. Shaking up the system could lead
both debtors and creditors to “invest” in rent-seeking efforts to exploit the
new rules, stretching out the negotiating process. This probably con-
tributes to the view of some commentators that we should be wary of any
change in the current system.46

The typical “international bankruptcy court” proposal really calls for a
sovereign debt restructuring mechanism. The most recent proposals come
from the U.S. Treasury and the IMF.47 John Taylor’s proposal that all sov-
ereign debt contracts contain collective action clauses recognizes that
sovereign borrowing has evolved from being principally borrowing from a
somewhat cohesive group of banks to being principally borrowing from
a noncohesive group of bondholders.48 Individual bondholders may have
an incentive to hold out even if a debt restructuring is efficient.49 The
Taylor proposal seems a very modest step in the right direction. Because
such contract terms should be familiar from U.K.-based debt contracts,
they might reduce the incentives for individual creditors to hold out with-
out imposing the learning costs of a new system. On the other hand, those
benefits would be reduced if collective action clauses could be interpreted
differently in different legal venues. A second advantage of the Taylor
plan is that, by requiring that all debtors use such contracts, it would elim-
inate the adverse selection signal that a debtor currently gives by borrow-
ing under terms that make bankruptcy less costly. Finally, the Taylor plan
does not appear to require significant changes in the current legal structure.

Because a cheaper, more efficient bankruptcy procedure will lead to a
greater likelihood of bankruptcy for any given level of initial lending, the
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46. The discussion paper in this symposium by Nouriel Roubini is an example.
47. The recent literature on these restructuring mechanisms was kicked off by Sachs

(1995). For a review of the earlier literature, see Rogoff and Zettelmeyer (2002). 
48. Taylor (2002).
49. As shown in Bulow and Shoven (1978).
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Taylor plan might cause a reduction in initial lending. But given the cur-
rent bias toward borrowing too much, caused by agency problems, moral
hazard, and access to first world courts, such a change would also be
positive.

Anne Krueger’s most recent proposal goes further than Taylor’s.50 She
points out that even if the creditors in an individual bond issue were
bound by collective action clauses, sovereigns typically owe debts to
many types of creditors, and one class could become a holdout. Although
one could imagine a “super-collective action clause” pertaining to all
debts, it might be difficult to persuade all debtors and creditors to always
use such a clause. Also, there might be problems with the collective
action voting procedure. For example, if the debtor issued enough bonds
to its state-controlled banks, could it pass any plan it wanted?

Krueger proposes establishing a treaty obligation by amending the
IMF’s Articles of Agreement. She proposes an initial ninety-day stay on
debt repayments for countries invoking the procedure, possibly with
majority creditor approval but perhaps with approval by the IMF. A
supermajority of the creditors could approve an extension of the stay as
well as subordination of all existing claims to new private financing, if
doing so seemed fruitful. Final approval of a restructuring agreement
would again be left to the debtor and a supermajority of creditors.
Although sovereign debt owed to domestic creditors may often need to be
restructured, it would be dealt with on a case-by-case basis. It is unclear
how the distressed debt of state-owned enterprises would be treated.

Although the Krueger proposal makes strides in the direction of elimi-
nating the holdout problem, there would still be room for enormous cred-
itor infighting. For example, short-term creditors will undoubtedly want
their postbankruptcy claims also to be short term, or effectively senior, to
the claims of long-term creditors. To the extent that Krueger’s rules
would change the game, in the short run they might make for longer rather
than shorter debt negotiations. Still, her plan should be commended for
clearly recognizing that sovereign defaults are likely to continue on a reg-
ular basis, and that therefore it makes sense to develop a postdefault pro-
cedure that will enable the majority of creditors to approve an efficient
restructuring.

250 Brookings Papers on Economic Activity, 1:2002

50. Krueger (2002).
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The Krueger plan leaves much sovereign debt under the jurisdiction of
a first world legal structure. This approach has two apparent advantages.
First, it involves less change than the more radical Bulow-Rogoff reform.
Second, however bad the bankruptcy institutions in the industrial coun-
tries may be, they are undoubtedly better defined than those in developing
countries. But there are disadvantages as well. It would be better if all
debt were consolidated in one court. Since internal debt, currency, and
domestic bank deposits are all subject to domestic law, the only way to do
this is to consolidate in the debtor country. The Krueger plan also does
nothing to correct the disparate treatment of sovereign debt and foreign
direct investment.

A debt crisis cannot be truly resolved until internal debt is restructured.
Putting foreign and domestic creditors in the same boat may speed resolu-
tion by requiring any competing claims to be dealt with more directly.
That is, the essential domestic restructuring will not necessarily be slowed
by the inclusion of the external debt. Second, although debtors will still
have reputational incentives to repay claims, the de facto lack of separa-
tion of powers in many countries would mean that the debtor would have
great control over how much it repaid. So although the court system itself
might be messy, bargaining in the shadow of the law might be relatively
straightforward, in the sense that it would be clear to everyone that the
debtor’s costs of default are largely limited to reputational costs and to
any damage to the domestic financial system.

Finally, the Krueger plan and, to a lesser extent, the Taylor plan leave
both the first world courts and the IFIs in the middle of debt crisis negoti-
ations. Because of their conflict of interest, it is easy to see why these
institutions are not universally accepted in the third world as impartial
arbiters of these debt claims. The inevitable outcome of any debt renego-
tiation is a proposal for resources to be transferred from the debtor coun-
tries to the creditors. It seems in the best interests of rich-country foreign
policy to stay as far away from such negotiations as possible. 

Conclusions

Third world countries are high-risk borrowers. It is inevitable that the
securities they issue, including bonds, will go into default from time to
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time. It is certainly a good idea to develop rules that accommodate these
inevitable defaults. The proposals offered here are those that Kenneth
Rogoff and I made during an earlier debt crisis. We want a system where
foreign aid is separated from debt relief, and where a country’s borrowing
capacity is based on market factors, such as the strength of its own prop-
erty rights system and the attractiveness of investment in the country. We
do not want lending to depend largely on a country’s ability to use foreign
courts as a repayment commitment mechanism, or to use future IFI funds
to subsidize current borrowing.

There has been some movement in the direction we suggested. Presi-
dent George W. Bush’s proposals for increasing U.S. foreign aid, with
greater emphasis on grants, are a step in the right direction. Such a change
would also make it possible to have at least some IFI aid go to non-
governmental organizations when that seems most efficient.

By following an integrated program of switching the IFIs from loans
to aid and switching jurisdiction over all future international debt to
borrower-country courts, we would probably reduce the maximum
amount that a country could borrow, although this might be partly offset
by increases in other types of private investment that would no longer be
crowded out by debt. Debt restructuring would likely surface at lower
levels of debt. But in return the process might be less painful, because all
foreign and domestic creditors could be treated under the same system.
Certainly in the Mexican and Argentinean crises it would have been bet-
ter if the countries had had to restructure a year earlier and had lacked the
ability to borrow the money that helped them postpone and exacerbate
their problems.

By making it necessary for debtors to rely on their own legal infra-
structure in order to obtain loans, borrowing countries would have a
greater incentive to develop reliable systems. The same qualities that are
required to attract back flight capital and other private investment would
be needed to attract sovereign loans.

The recent sovereign debt restructuring mechanisms proposed by John
Taylor and Anne Krueger seem to be modest steps in the right direction.
They have the potential of eliminating or at least reducing the free rider
problem in external debt renegotiations, and they have the virtue of at
least implicitly recognizing that restructurings are inevitable and must be
prudently considered in the initial issuance of debt.

252 Brookings Papers on Economic Activity, 1:2002
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Sovereign debt crises are here to stay. Securities that pay 500 to 1,000
basis points more than the risk-free rate will sometimes go into default.
Creditors should not be indignant, and debtors should not be surprised.
We need a system that does not support excessive borrowing in the first
place and that reduces the costs of restructuring. The ultimate goal is not
to increase capital flows but to foster trade and encourage efficient
investment.
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