
PREFACE

THE 2007 REPORT ON ECONOMIC AND SOCIAL PROGRESS IN LATIN AMERICA 
analyzes the nature and evolution of sovereign debt in Latin America and discusses the poli-
cies that can be followed by countries and international financial institutions (IFIs) to reduce 
the vulnerabilities associated with it. Although this is not a time of debt crises or financial 
emergencies, the report is timely because policies implemented in tranquil times can help 
prevent future problems. There is currently a receptive attitude in international markets to 
new financial instruments, such as obligations denominated in domestic currencies, which 
opens up opportunities for improving the profile and risk characteristics of Latin American 
public debt. This report seeks to contribute, as well, to the debate regarding the current in-
ternational financial architecture, and to discuss ideas and initiatives aimed at improving the 
management of key risks such as those associated with rollovers, currency denomination, 
commodity price volatility, and economic shocks. 

Governments can use debt for valuable purposes, including financing of investment 
in infrastructure and expenditures in human capital, and responding to cyclical downturns 
and to exceptional events such as natural disasters or financial crashes. Excessive public 
debt, however, can have serious consequences: it can create a burden on future genera-
tions, it may crowd out private investment, and, perhaps most importantly, it may increase 
the propensity for financial crises. The report concludes that governments can leverage the 
benefits of public debt, while minimizing vulnerability to crises, by improving debt manage-
ment, developing domestic bond markets, and applying prudent fiscal policies backed by 
transparent rules. 

The IFIs, for their part, have an important role to play in reforming the international 
financial architecture with a view to limiting the risks of sovereign finance. They can con-
tribute to reducing global vulnerabilities by focusing on the creation of fast-disbursing liquid-
ity facilities to soften the impact of sudden stops and prevent contagion. They can help to 
overcome the inefficiency of self-insurance strategies by promoting and supporting reserve-
pooling agreements. The IFIs can also promote, through various means, the development of 
markets for contingent and local currency financial instruments, for instance, by including 
these features in their own bonds placed in the markets and passing these features through 
their loans to countries in the region. 

This is a broad agenda, and it is unlikely that every aspect of it will gain international 
consensus. But the lessons of recent years indicate that the risks of inaction are higher than 
the risks of adopting a reform initiative that seems too ambitious. If some of the proposals 
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end up being unnecessary, they will not be applied in practice, but if they are needed and 
they are not available, the consequences could be serious.

This report contains a review of existing and new data, a survey of standard literature 
and conventional views on past debt crises, and a window into the new analysis and ideas 
that are a result of the research work that is ongoing at the Inter-American Development 
Bank and elsewhere. As such, it can serve as a tool for dialogue, a reference for researchers, 
a guide for policymakers, and a source of ideas for the design of systemic reforms.

 Luis Alberto Moreno
 President
 Inter-American Development Bank



EXECUTIVE SUMMARY 

THIS REPORT FOCUSES ON TOTAL GOVERNMENT DEBT in Latin America and the Ca-
ribbean, comprising both international and domestic debt. The difference between the two 
types of debt has narrowed considerably in recent years, as the holders of bonds issued in 
domestic markets may be international investors and domestic investors may hold bonds is-
sued in international markets.1 Moreover, instruments such as credit derivatives can be used 
to shift risk among different investors almost instantaneously, and there is no practical way 
to trace results of the increasingly large volume of such derivatives. Using total government 
debt, which is a more comprehensive measure, turns out to be important because focusing 
exclusively on external debt has led some observers to conclude—erroneously—that gov-
ernment debt is decreasing in Latin America. The complete story is that the ongoing decline 
in external debt ratios in the countries of the region is often compensated for by an increase 
in domestic debt. All things considered, the average level of public debt in the region is now 
similar to that prevailing in the early 1990s. 

Examination of the sources of debt growth yields a striking finding: recorded budget 
deficits play only a secondary role in explaining debt growth in developing countries. Most 
debt volatility, especially sudden explosions in debt levels, is the result of balance sheet 
effects due to exchange rate adjustments, the resolution of contingent liabilities, and extra-
budgetary items. For example, in the Dominican Republic, the debt-to-GDP ratio rose from 
25 percent of GDP in 2002 to 55 percent of GDP by the end of 2003 owing to a costly banking 
crisis. Debt-to-GDP ratios in Argentina and Uruguay more than doubled in 2002 as a result 
of currency depreciations in those two countries. This underscores the conclusion that the 
structure of debt and contingent liabilities often involves more risks than the level of debt 
itself and that countries need to improve debt management to limit their debt vulnerability.

The international private market has been a prime source of financing for Latin America 
for over 200 years. Although the international sovereign debt market is liquid and deep, 
emerging market premiums have been extremely volatile at times, with a tendency to 
experience large spikes and subsequent reversals, and external factors have often been 

1 Information on total debt is not readily available. Databases such as those included in the IMF’s International Finan-
cial Statistics and the World Bank’s Global Development Finance contain scant information on domestic debt level 
and composition. This report introduces a new database for 24 Latin American and Caribbean countries, which the 
IDB will update and publish regularly. 
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important determinants of emerging market spreads.2 In recent months, however, global 
conditions have been quite favorable to emerging market borrowers, and spreads have 
reached record low levels. The report concludes that there are reasons to be optimistic 
about these trends, but caution is still in order. The favorable market has resulted in part 
from a strengthening of fiscal policies and the improvement in current account balances, 
which has reduced dependence on external savings. But it has also resulted, in part, from 
abundant liquidity in financial markets, from an expansive phase of the world economy and 
commodity prices, and from expectations of currency appreciation and domestic interest 
rate cuts, which cannot continue forever. 

Lending by multilateral financial institutions and official bilateral sources is also a tra-
ditionally important source of finance and continues to represent a fairly stable share in 
international borrowing, both for low-income economies with no market access and for the 
emerging market economies in the region.3 Despite charges sometimes leveled against mul-
tilateral lending, the report finds no evidence of procyclicality in lending by the multilateral 
banks, but it does find evidence of a catalytic role of multilateral lending, as increases in such 
lending tend to be followed by subsequent increases in private lending. 

Domestic debt markets, although still less developed than their international coun-
terparts, are gaining importance and can play a key role in reducing vulnerabilities. While 
Latin America does not have comparatively large bond markets, the size of these markets 
is commensurate with that of overall financial markets in the region. That is, although Latin 
American bond markets are not large as a proportion of GDP, they are not small as a propor-
tion of bank credit when compared to those in other emerging regions. Government bonds, 
in contrast, are very sizable in relation to private corporate bonds. A large government bond 
market may contribute to market development by providing a reference yield curve but may 
also raise concerns about crowding out private borrowers. Domestic bond markets provide 
an alternative to keep financial markets running when domestic banks are unable or unwill-
ing to take additional credit risks in their own portfolios, and these markets can promote the 
use of domestic currency instruments. The growth of institutional investors, such as pension 
funds, and the appetite shown by international investors will provide the requisite investor 
base if the legal and institutional framework is supportive of bond market development.

While public borrowing can be applied to worthy projects, it would be naive to ignore 
political influences that may cause the use of debt to drift away from its legitimate purposes. 
In particular, decentralized fiscal procedures, widespread fiscal transfers from the central 
government to states and provinces, and unstable political systems may lead to wasteful 
borrowing and exacerbate vulnerabilities. One mechanism for ensuring that debt policies are 
not distorted by political influences is fiscal rules that include limits on the budget deficit, 
debt, or public spending at various levels of the government, such as those included in the 
fiscal responsibility laws of several Latin American countries. But fiscal rules can be an ef-

2 These global factors include the behavior of interest rates in large advanced economies, and also sudden stops in 
capital inflows triggered by events sometimes far removed from Latin American economies, as well as contagion 
effects that spread a market panic to a whole group of countries in the same asset class.
3 In fact, the share of official lending in total public debt in the region was higher in 2004 than in the early 1990s, 
although this was partly reversed in 2005–2006 after Brazil and Argentina repaid their debt to the International 
Monetary Fund, and will be further undone by Mexico’s planned repayment of its debt to the multilateral develop-
ment banks. 
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fective mechanism only when the overall institutional framework supports their credibility 
and enforcement. 

It must also be recognized that excessive levels of debt can become a burden on public 
spending commitments and reduce available resources for poverty-fighting social expendi-
ture. This points to potential benefits of the current debt relief initiatives aimed at helping 
low-income countries to reach the Millennium Development Goals. Although the empirical 
studies reviewed in this report do not find strong evidence that past debt relief operations 
have succeeded in increasing social spending, the fiscal space created by the current, wide-
ranging initiatives would provide a broader opportunity for such increases to occur. In fact, 
there is some preliminary evidence that debt relief brought about under the auspices of 
the Heavily Indebted Poor Countries initiative has been more effective at increasing social 
spending than was the case in previous debt relief initiatives. 

Debt management and fiscal policies must aim at enhancing sustainability and how it is 
perceived in markets. The techniques of debt sustainability analysis have undergone radical 
improvement in recent years, and the new approaches described in this report are part of 
that trend. These new techniques explicitly consider the fact that variables such as exchange 
rates, interest rates, and economic growth, for example, are highly volatile in emerging 
markets and that this high volatility interacts with the debt structure to have a substantial 
impact on the evolution of debt. From the viewpoint of investors, evaluating debt sustain-
ability implies determining what debt level triggers debt default or restructuring. Finding this 
level is complicated in the case of sovereign debt because, in contrast to a firm, the point 
at which a government becomes financially bankrupt is not precisely defined. The theoreti-
cal economic literature has traditionally seen the sovereign as calculating the cost implied 
by a debt default and comparing it to the burden of servicing the country’s debt to decide 
whether or not to keep meeting debt obligations. This type of strategic behavior is not in 
line with what has been observed in practice. Sovereign defaults most often occur after a 
country’s economy has gone through a serious downturn and other measures have failed. 
If anything, the empirical evidence suggests that sovereign default does not happen when 
governments do not need, or do not anticipate the need of, financing from their creditors, 
but rather in the wake of grave crises.

DEBT POLICIES 
  

In addition to the adoption and implementation of prudent fiscal policies, limiting the risks 
of sovereign finance should also focus on improving debt management and developing 
domestic bond markets. Experience has highlighted two key sources of vulnerability: debt 
denomination (foreign currency debt) and debt maturity (short-term debt). Policies aimed 
at reducing these vulnerabilities are complicated by the fact that there may be a trade-off 
along these two dimensions. For example, shifting to domestic currency debt often requires 
employing short-maturity instruments. Inflation-indexed instruments provide an alterna-
tive that can help improve the terms of the trade-off between denomination and maturity, 
as it may be possible to issue long-term inflation-indexed instruments at moderate cost, 
because investors are protected from the risk of unexpected inflation. Past experiences in 
which financial indexation spearheaded widespread indexation of wages, pensions, etc., and 
created a situation of stubborn inflation and inflexibility of relative prices may make govern-
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ments wary of such instruments. Still, some countries have been successful in using indexed 
financial instruments widely without perceptibly worsening inflation persistence. 

The high volatility underlying emerging markets’ economies and global financial mar-
kets creates an argument for introducing into debt contracts contingencies with equity-like 
features that allow for more efficient sharing of risk. These are instruments that offer lower 
payoffs during bad times and higher payoffs during good times, which would make them 
safer for investors and would afford governments the opportunity to manage their fiscal 
policy stance better over the business cycle. Interest payments could be indexed to com-
modity prices, the terms of trade, or the rate of growth of GDP. Another option would be to 
obtain contingent coverage directly from international financial markets through the use of 
derivative contracts. In practice, however, many futures and option markets lack depth and 
liquidity and therefore offer only limited scope for insurance. The lack of markets for contin-
gent instruments is more acute in the case of events such as fluctuations in tourism revenue, 
hurricanes, and other natural disasters. Fortunately, financial market innovation is increasing 
the scope for using this type of market coverage, as in the case of the recent operation by 
Mexico securing earthquake insurance for three at-risk geographical areas. 

It should be noted, however, that obtaining some form of market insurance, through 
either derivative contracts or indexed debt, faces a fundamental domestic obstacle. By 
their very nature, these contingent instruments work as an insurance policy for the country 
as a whole. Because their costs must generally be paid up front, but their payoffs may not 
occur until years later, the reasons for purchasing the insurance instruments can be easily 
misunderstood by the public, and they can become a political liability. This may provide little 
incentive for politicians to enter into large-scale contracts of this type. The international 
community could contribute to the surmounting of this obstacle by promoting studies and 
disseminating information about the benefits of these types of instruments.

The development of domestic bond markets is another key component of a strategy of 
safer sovereign finance. These markets hold the promise of providing a stable investor base 
for government debt and offsetting—at least to some degree—the risk of sudden stops and 
volatility in international markets. Moreover, domestic markets are a natural venue for debt 
denominated in domestic currency, and the benefits of a well-developed domestic currency 
bond market would also extend to the private sector.4 There is the risk, however, that gov-
ernments might attempt to capture the resources of institutional investors, such as pension 
funds, through regulation or moral suasion, which again underscores the importance of 
prudent fiscal policies in ensuring the success of any policy of encouraging the development 
of domestic markets.

THE ROLE OF THE INTERNATIONAL FINANCIAL INSTITUTIONS

In recent years, the international community has focused on the process of resolution of 
debt defaults with the widespread introduction of collective action clauses in debt contracts. 
But the prevention of debt crises has not made the same kind of progress. In this area, there 
is a great deal that the international financial institutions (IFIs) could do. 

4 Although several Latin American countries have placed some local currency issues internationally, the widespread 
international practice for emerging economies has been to issue local currency bonds in their domestic markets.
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The IFIs could design workable, fast-disbursing credit facilities to offset rollover risks. 
Such facilities should work in much the same way as a central bank lends to domestic finan-
cial institutions, which is an effective deterrent to a possibly self-fulfilling run. Rather than 
limiting themselves to loans to governments, the IFIs could develop a strategy to respond 
to certain global emergencies more effectively by directly acting on international markets. 
Although this type of intervention has so far been outside the toolkit of the IFIs, a set of well-
established rules could avoid any anticipated pitfalls. 

The IFIs could also help make member countries’ own efforts to prepare for emergen-
cies more effective. In recent years, countries have attempted to gain a measure of protec-
tion against sudden stops by accumulating large international reserves. This is a generally 
expensive and inefficient self-insurance strategy. There have also been initiatives in Latin 
America and East Asia to gain efficiency and financial backing by partially pooling the re-
serves of several countries. The IFIs could assist in these efforts both at the technical level, 
refining operational methods and access rules, and by providing financial support. Moreover, 
as these initiatives are regional and risks are often regional by nature, there would be clear 
advantages to creating agreements that span several regions. 

The IFIs also have an important new role to play as facilitators of reforms aimed at 
limiting the risk of sovereign finance. The IFIs can promote the development of markets for 
local currency instruments and new contingent debt instruments in various ways. The debt 
instruments used by governments today were mostly designed in an era preceding financial 
globalization, and there is room for improvement in widening the spectrum of instruments. 
The IFIs can provide assistance with the design of new instruments, and they can help to 
overcome the externalities and start-up costs of new markets and attract new investors, 
including by issuing their own debt securities with the contingencies promoted for country 
insurance. 

Finally, the IFIs could change the nature of their own loans to member countries by of-
fering a wide menu of domestic currency loans and contingent facilities and thus contribute 
to the dedollarization process. 





























CHAPTER 2 
Public Debt in Latin America
and around the World

It is a capital mistake to theorize before one 
has data. Insensibly one begins to twist facts to 
suit theories, instead of theories to suit facts. 

—Sir Arthur Conan Doyle (1859–1930) 

THE OBJECTIVE of this report is to analyze the relationship between public debt, economic 
development, and macroeconomic stability. A clear understanding of these issues requires 
comparable cross-country data on the level and structure of public debt, but the problem is 
that good data on public debt are hard to find.

The ideal data set on public debt would cover the level of debt and break the data down 
according to the characteristics of the instruments of which it is composed. This data set 
would include figures for both net and gross debt at the levels of the general government, 
central government, and subnational governments.1 However, data on the level of debt alone 
would not be enough, because different types of debt generate different types of vulnerabili-
ties. For instance, short-term borrowing in foreign currency is likely to be more dangerous 
(albeit less expensive) than borrowing by issuing long-term domestic currency contingent 
debt (for a discussion of these issues, see Borensztein et al., 2004). Therefore, one would like 
to have data describing the composition of public debt. These data should separate domestic 
and external debt, and then divide each category according to maturity (long term and short 
term), currency of denomination (domestic and foreign), and type of indexation (nominal, 
indexed to prices, indexed to the interest rate). Finally, one would like to have information 
on both the face value of debt and its net present value.

This would be a complete data set. In reality, one might need to be less ambitious. De-
spite the importance of accurate measures of the level and composition of public debt for 
both policy and research purposes, until recently there existed no data set on the composi-
tion (in terms of both maturity and currency) of public debt, and even data on the level of 
government debt had gaps. 

1 This would also require a list of the variables that are used in going from gross to net debt (so that the researcher 
could make sure that the definition of net debt is homogenous across countries).
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The most widely used sources of macro-
economic data are the International Fi-
nancial Statistics (IFS) published by the 
International Monetary Fund and the World 
Development Indicators (WDI) published by 
the World Bank. However, public debt data 
contained in these databases have many 
missing observations, limiting their useful-
ness for research that requires data on the 
stock of public debt.a Jaimovich and Pa– 
nizza (2006b) show that even for the larg-
est countries, IFS and WDI coverage of data 
on public debt is less than satisfactory. For 
instance, they consider 29 countries (the 
seven largest advanced economies, the five 
largest countries in the respective regions 
of Latin America and East Asia, and the 
three largest countries in each of Eastern 
Europe, the Middle East, South Asia, and 
Sub-Saharan Africa) and show that IFS and 
WDI have data on public debt for only 19 of 
these countries, and even for those coun-
tries the coverage is often incomplete. To 
address this issue, Jaimovich and Panizza 
(2006b) searched several publicly available 
sources of data on public debt and compiled 
a database that covers 89 countries for the 
1991–2005 period and 7 other countries for 
the 1993–2005 period.b This is the first pub-
lic debt database used in this report.

Although the Jaimovich-Panizza data 
set increases available data on public debt, 
it focuses on central government debt and 
provides no information on debt composi-
tion. The CLYPS database of Cowan, Levy 
Yeyati, Panizza, and Sturzenegger (2006) fo-
cuses on 22 countries in Latin America and 
the Caribbean and reports public debt data 
disaggregated by type of debt (external ver-

sus domestic, official versus private, bonds 
versus bank loans), currency composition, in-
dexation maturity, and level of government.c 
This is the second public debt database used 
in this report (Box 2.2 discusses this data set 
in greater detail). While Jaimovich and Pa-
nizza (2006b) focus on central government 
debt, Cowan et al. (2006) focus on a wider 
definition of the public sector and hence 
tend to obtain higher debt ratios. 

The data set assembled by Cowan et 
al. (2006) focuses on Latin America and 
the Caribbean and hence does not allow 
for comparisons across different regions of 
the world. Jeanne and Guscina (2006) as-
sembled a data set which includes informa-
tion on debt levels and composition for 19 
emerging market countries located in Asia 
(7 countries), Latin America (6 countries), 
Eastern Europe (4 countries), and the Middle 
East (2 countries). This is the third public 
debt database used in this report.

Box 2.1  New Data Sets on Public Debt

a Data availability is particularly limited in regard 
to domestically issued public debt. Data on ex-
ternal public debt for developing countries are 
generally available from the World Bank’s Global 
Development Finance (GDF) and the Bank for In-
ternational Settlements, International Monetary 
Fund, Organisation for Economic Co-operation and 
Development, and World Bank Joint External Debt 
Hub (www.jedh.org). 
b The data are available at http://www.iadb.org/
res/pub_desc.cfm?pub_id=DBA-005.
c The data set includes information on currency 
composition for nine countries and information 
for term structure for eight countries. The data 
are available at www.iadb.org/res/pub_desc.
cfm?pub_id=DBA-007.
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Two data sets assembled for this 
report, and a third one assembled by 
researchers at the International Mon-
etary Fund, partly address these issues 
by increasing the country and time 
coverage of data on the level of central 
government debt, and by stressing 
for the first time information on the 
composition of debt for several Latin 
American, Caribbean, and emerging 
market countries.2 These data sets 
(described in Boxes 2.1 and 2.2) will be 
the main source of data used in this 
report. With these data at hand, this 
chapter will describe and character-
ize the evolution and the structure of 
public debt in Latin America and the 
Caribbean and compare Latin America 
and the Caribbean with other regions 
of the world. 

PUBLIC DEBT IN LATIN 
AMERICA AND  
THE CARIBBEAN3

Figure 2.1 provides a bird’s-eye view of 
the ratio of debt to GDP in the region 
and shows four different measures of aggregate indebtedness.4 The dark bars report simple 
averages across countries and show that in the early 1990s, the region was characterized 
by very high levels of debt (above 100 percent of GDP). Debt decreased rapidly over the 
1993–1997 period, bottoming out at 64 percent of GDP. The late 1990s and early years of this 
century were characterized by a wave of financial and debt crises (East Asia in 1997, Russia 
in 1998, Brazil in 1999, and Argentina in 2001), which led to a rapid increase in debt (from 64 
to 80 percent of GDP over the 1998–2003 period). The unwinding of these crises was then 
associated with a decrease of approximately 12 percentage points during 2004 and 2005. 

The declining trend of the early 1990s was mostly driven by debt reduction in a few 
countries with very high levels of debt. As a consequence, median values (the light bars) 
show a much less dramatic decline than the average values, decreasing from 62 to 49 per-

2 However, the data sets do not include information on the net present value of public debt.
3 This section is based on the CLYPS data set presented in Cowan et al. (2006). 
4 This chapter focuses on aggregate figures, while individual country data are reported in the appendix. Although 
CLYPS data end in 2004, Figures 2.1 and 2.2 report data for 2005, which were computed applying growth rates from 
Jaimovich and Panizza (2006b).
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Public Debt in Latin America and the Caribbean
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Source: Authors’ calculations based on Cowan et al. (2006).
Note: Countries included: Argentina, Bahamas, Barbados, Be-
lize, Bolivia, Brazil, Chile, Colombia, Costa Rica, Ecuador, El Sal-
vador, Guatemala, Guyana, Haiti, Honduras, Jamaica, Mexico, 
Nicaragua, Panama, Paraguay, Peru, Trinidad and Tobago, Uru-
guay, and Venezuela. 
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cent of GDP over the 1991–1998 period. Over the 1998–2003 period, by contrast, median 
debt increased as rapidly as average debt. 

The shaded area in Figure 2.1 reports a weighted average of the debt-to-GDP ratio. This 
gives relatively more importance to large countries because it is equivalent to computing 

A new database compiled for this report is 
the CLYPS data set assembled by Cowan, 
Levy Yeyati, Panizza, and Sturzenegger 
(2006).a The apparently simple goal of mea-
suring government debt in a comparable 
manner across countries requires important 
methodological definitions. The figure in 
this box provides a sense of the importance 
of methodological decisions by plotting dif-
ferent measures of the debt-to-GDP ratio in 
Mexico. Focusing on the year 2004, there 
are three data sets (those from Jaimovich 
and Panizza and ECLAC and the traditional 
definition of debt published by the Mexican 
authorities), spanning a range of between 
23 and 36 percent of GDP for government 
debt. CLYPS data indicate a debt-to-GDP 
ratio of around 40 percent, and the “aug-
mented” definition tracked by the Mexican 
government indicates a debt-to-GDP ratio 
of approximately 47 percent (the difference 
between CLYPS and the augmented defini-
tion is that CLYPS does not include debt 
issued by development banks and to guaran-
tee the financing of infrastructure projects. 
These enormous differences (which mostly 
arise from the treatment of debt issued to 
rescue the banking system in 1995) apply to 
gross debt and hence do not even reflect 
differences that can arise from different 
netting methodologies.

The first methodological decision has to 
do with the level of government considered. 
This entails a decision on the inclusion or 

exclusion of subnational entities, the way 
in which central bank assets and liabilities 
should be handled, and the role of the li-
abilities of state-owned enterprises (SOEs). 
The general approach followed by CLYPS is 
to look at the consolidated central govern-
ment and then, for countries with impor-
tant subnational entities, report subnational 
debt separately. While ideally one would 
also wish to include the liabilities of SOEs, 
CLYPS does not include these liabilities on 
the grounds that counting the liabilities 
without an equivalent assessment of the net 
worth of SOEs seems inappropriate. 

In some countries, a significant fraction 
of multilateral and external lending is as-
sumed by the central bank and represents 
an outstanding obligation of the authorities; 
thus, the definition of consolidated central 
government adopted by CLYPS includes the 
liabilities of the central bank. Exceptions to 
this rule are the money base and liabilities 
issued by the central bank for the purpose 
of monetary intervention. A final method-
ological issue is the definition of external 
and domestic debt. The standard distinction 
focuses on the residence of the holders and 
defines external debt as those liabilities 
held by nonresidents.b While the resident/
nonresident distinction is important for un-
derstanding the income effects of changes 
in the debt stock and for constructing mea-
sures of domestic and foreign wealth, this 
distinction is very difficult to make in prac-

tice, especially for traded bond debt. The 
distinction by debt holder is feasible only 
for countries whose stocks of marketable 
debt are negligible.c CLYPS adopts an al-
ternative classification criterion based on 
who has legal jurisdiction over debt that 
has been issued. External debt comprises 
all liabilities issued under foreign legal 
jurisdiction, and domestic debt is debt is-
sued under domestic governing law. This 
in turn determines the courts (that is, the 
legal system) where debt settlements and 
potential litigations are to be resolved. 
This aspect may be potentially relevant 
for debt analysis to the extent that it re-
lates to the differing quality of local insti-
tutions and financial markets (see Cowan 
et al., 2006, for more details). 

Box 2.2  The CLYPS Data Set

a This box is adapted from Cowan et al. 
(2006).
b This is the definition used in the External 
Debt Statistics: Guide for Compilers and Users 
jointly published by the Bank for International 
Settlements, Eurostat, International Monetary 
Fund, Organisation for Economic Co-operation 
and Development, Paris Club, United Nations 
Conference on Trade and Development, and 
World Bank. In fact, on page 7, the guide 
states, “Gross external debt, at any given time, 
is the outstanding amount of those actual 
current, and not contingent, liabilities that 
require payment(s) of principal and/or interest 
by the debtor at some point(s) in the future 
and that are owed to nonresidents by residents 
of an economy.” 
c IMF staff tried to estimate with very limited 
success the participation of nonresidents in 

the domestic capital market. “It is difficult to 
obtain complete data on the composition of 
investors in sovereign bonds. Unlike bilateral, 
multilateral or bank loans neither issuers nor 
other data gatherers publish comprehensive 
decompositions of commercial investors in 
EM [emerging market] sovereign debt. . . . A 
survey of 18 EM countries was carried out to 
obtain the composition of investors in domestic 
and externally issued debt. Only a handful of 
countries would provide detailed information 
on investor composition” (IMF, 2006d, 95–96).

80

70

60

50

40

30

20

19
82

19
84

19
86

19
88

19
90

19
92

19
9 4

19
96

19
98

20
00

20
02

20
04

Public Debt in Mexico According to  
Different Definitions
(percentage of GDP)

Traditional Augmented ECLAC
CLYPS Jaimovich and Panizza

Sources: Authors’ calculations based on Cowan et al. (2006),  
Jaimovich and Panizza (2006b), ECLAC, and IMF.
Note: CLYPS = Cowan, Levy Yeyati, Panizza, and Sturzenegger 
database.



 PUBLIC DEBT IN LATIN AMERICA AND AROUND THE WORLD 19

the sum of total debt in Latin America and the Caribbean and dividing it by the total regional 
GDP. The weighted debt-to-GDP ratio, which reached a minimum of 40 percent in 1994, has 
been increasing since then, reaching 66 percent of GDP in 2003 and then dropping to 59 
percent of GDP in 2005. The weighted-average data show two interesting patterns. First, the 

A new database compiled for this report is 
the CLYPS data set assembled by Cowan, 
Levy Yeyati, Panizza, and Sturzenegger 
(2006).a The apparently simple goal of mea-
suring government debt in a comparable 
manner across countries requires important 
methodological definitions. The figure in 
this box provides a sense of the importance 
of methodological decisions by plotting dif-
ferent measures of the debt-to-GDP ratio in 
Mexico. Focusing on the year 2004, there 
are three data sets (those from Jaimovich 
and Panizza and ECLAC and the traditional 
definition of debt published by the Mexican 
authorities), spanning a range of between 
23 and 36 percent of GDP for government 
debt. CLYPS data indicate a debt-to-GDP 
ratio of around 40 percent, and the “aug-
mented” definition tracked by the Mexican 
government indicates a debt-to-GDP ratio 
of approximately 47 percent (the difference 
between CLYPS and the augmented defini-
tion is that CLYPS does not include debt 
issued by development banks and to guaran-
tee the financing of infrastructure projects. 
These enormous differences (which mostly 
arise from the treatment of debt issued to 
rescue the banking system in 1995) apply to 
gross debt and hence do not even reflect 
differences that can arise from different 
netting methodologies.

The first methodological decision has to 
do with the level of government considered. 
This entails a decision on the inclusion or 

exclusion of subnational entities, the way 
in which central bank assets and liabilities 
should be handled, and the role of the li-
abilities of state-owned enterprises (SOEs). 
The general approach followed by CLYPS is 
to look at the consolidated central govern-
ment and then, for countries with impor-
tant subnational entities, report subnational 
debt separately. While ideally one would 
also wish to include the liabilities of SOEs, 
CLYPS does not include these liabilities on 
the grounds that counting the liabilities 
without an equivalent assessment of the net 
worth of SOEs seems inappropriate. 

In some countries, a significant fraction 
of multilateral and external lending is as-
sumed by the central bank and represents 
an outstanding obligation of the authorities; 
thus, the definition of consolidated central 
government adopted by CLYPS includes the 
liabilities of the central bank. Exceptions to 
this rule are the money base and liabilities 
issued by the central bank for the purpose 
of monetary intervention. A final method-
ological issue is the definition of external 
and domestic debt. The standard distinction 
focuses on the residence of the holders and 
defines external debt as those liabilities 
held by nonresidents.b While the resident/
nonresident distinction is important for un-
derstanding the income effects of changes 
in the debt stock and for constructing mea-
sures of domestic and foreign wealth, this 
distinction is very difficult to make in prac-

tice, especially for traded bond debt. The 
distinction by debt holder is feasible only 
for countries whose stocks of marketable 
debt are negligible.c CLYPS adopts an al-
ternative classification criterion based on 
who has legal jurisdiction over debt that 
has been issued. External debt comprises 
all liabilities issued under foreign legal 
jurisdiction, and domestic debt is debt is-
sued under domestic governing law. This 
in turn determines the courts (that is, the 
legal system) where debt settlements and 
potential litigations are to be resolved. 
This aspect may be potentially relevant 
for debt analysis to the extent that it re-
lates to the differing quality of local insti-
tutions and financial markets (see Cowan 
et al., 2006, for more details). 

Box 2.2  The CLYPS Data Set

a This box is adapted from Cowan et al. 
(2006).
b This is the definition used in the External 
Debt Statistics: Guide for Compilers and Users 
jointly published by the Bank for International 
Settlements, Eurostat, International Monetary 
Fund, Organisation for Economic Co-operation 
and Development, Paris Club, United Nations 
Conference on Trade and Development, and 
World Bank. In fact, on page 7, the guide 
states, “Gross external debt, at any given time, 
is the outstanding amount of those actual 
current, and not contingent, liabilities that 
require payment(s) of principal and/or interest 
by the debtor at some point(s) in the future 
and that are owed to nonresidents by residents 
of an economy.” 
c IMF staff tried to estimate with very limited 
success the participation of nonresidents in 

the domestic capital market. “It is difficult to 
obtain complete data on the composition of 
investors in sovereign bonds. Unlike bilateral, 
multilateral or bank loans neither issuers nor 
other data gatherers publish comprehensive 
decompositions of commercial investors in 
EM [emerging market] sovereign debt. . . . A 
survey of 18 EM countries was carried out to 
obtain the composition of investors in domestic 
and externally issued debt. Only a handful of 
countries would provide detailed information 
on investor composition” (IMF, 2006d, 95–96).
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weighted average is always lower than the simple average, indicating that larger countries 
tend to have smaller debt.5 Second, while the difference between the simple and weighted 
average was extremely large in the early 1990s, the two ratios have tended to converge in 
recent years because debt has been decreasing in small countries and increasing in large 
countries. 

The last debt indicator reported in Figure 2.1 is the weighted debt-to-GDP ratio com-
puted excluding Argentina from the sample (this is the solid dark line). This indicator isolates 
the aggregate measure from the influence of the sharp fluctuations in Argentina in the 
2000s. The figure shows that dropping Argentina from the sample removes the local peak of 
2003 and makes the pattern of debt smoother and more evident.

There are many ways to interpret the data reported in Figure 2.1. An optimistic observer 
would focus on the simple average measure and note that debt in 2005 is much lower than 
in 1991. This is likely to be a misreading of the data, however, because the large drop in debt 
is basically due to the behavior of two small countries (Guyana and Nicaragua) that in 1991 
had debt levels above 500 percent of GDP and by 2005 had managed to bring debt down to 
the still considerable level of 150 percent of GDP. A more moderate optimist would focus 
on median values or the weighted averages and note that by 2005, debt was at about the 
same level as in 1991 and that these levels of debt compare well with those of several other 
regions (for instance, they are lower than those prevailing in the advanced economies). Such 
an optimist would think that this is a good outcome after a decade punctuated by a number 
of severe financial crises and high market volatility. This person’s optimism would be further 
fueled by the decline in debt in the last two years and favorable changes in the composition 
of debt, as well as the fact that part of the previous debt increase resulted from the privatiza-
tion of pension systems, which will be discussed below. 

A callous pessimist, however, would note that debt has been generally rising since 1995, 
squandering the gains from the significant debt reduction achieved in the early 1990s. Such 
an observer would also note that, while the 1990s were punctuated by several crises, the 
1980s (often referred to as the “lost decade”) had been an even more traumatic period for 
Latin America and the Caribbean. The pessimist would also point out that part of the original 
debt reduction was due to the privatization process and that, having sold the family jewels, 
most Latin American and Caribbean countries are back where they were before privatiza-
tion.6 

Something on which optimists and pessimists are likely to agree, though, is that debt is 
still of significant magnitude in Latin America and the Caribbean and that good debt manage-
ment must be a clear priority for the stability of a region which has been hit by devastating 
debt crises in the past. 

One natural question is whether the patterns documented in Figure 2.1 are driven by 
valuation effects in the presence of foreign-currency-denominated debt. A way to partly 
address this issue is to adjust GDP for the currency composition of debt and isolate the 

5 Part (but not all) of this difference is due to the behavior of Nicaragua and Guyana, which have a small GDP and 
extremely high levels of debt (see appendix).
6 Rough estimates suggest that over the 1990s privatization revenues were close to US$90 billion (about US$60 billion 
in Argentina, Brazil, and Mexico alone). Back-of-the-envelope calculations suggest that without these privatizations, 
average debt would have been 5 percent of GDP higher than that reported here.
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changes in debt over GDP due to apprecia-
tions or depreciations of the real exchange 
rate.7 Adjusting for valuation effects due 
to changes in the real exchange rate 
mitigates but does not change the upward 
trend in debt in the 1995–2005 period. This 
adjustment also shows that the recent 
slight decrease in debt is partly due to the 
real appreciation faced by several coun-
tries in the region (Figure 2.2). 

The level of market access is an im-
portant dimension that may affect trends 
in the level of debt and its composition 
across countries, and the 24 countries 
used to compute the averages of Figure 
2.1 can be divided into two subgroups. 
The first consists of emerging market 
countries with access to the international 
capital market, and the second consists of 
countries with no access or only limited 
access. The next sections discuss sepa-
rately trends in those two groups.8 

Emerging Market Countries

As the emerging market group comprises the largest countries in the region, the behavior of 
the weighted average of debt over GDP for these countries is basically identical to that of the 
weighted average for the whole sample of countries. Figure 2.3 describes the composition of 
total debt in emerging market countries, breaking it down into external debt owed to official 
creditors (such as the International Monetary Fund, the Inter-American Development Bank, 
the World Bank, and bilateral creditors), external debt owed to private creditors (bondholders 
and banks), and domestic debt.9 It shows that official debt remained fairly stable at about 10 
percent of GDP and that private external debt also remained more or less constant, ranging 
between 13 and 16 percent of GDP (with a spike of 18 percent of GDP in 2003). As a conse-
quence, there is no clear trend in external debt.10 The increasing trend in debt is entirely the 

7 This is done in the following way. Let GDPCO be GDP in U.S. dollars, measured at a constant exchange rate (using 
1995 as a base, which does not affect the trend in the ratio). Let ADJ GDP denote adjusted GDP and be computed ac-
cording to ADJ GDP = d * GDPCO + (1 − d) * GDPCU, where d is the share of total public debt denominated in foreign 
currency and GDPCU is GDP in U.S. dollars measured at the current exchange rate. This measure is available only for 
11 countries which have a sufficiently long series on debt composition by currency. 
8 There are several possible definitions of emerging market countries. This report defines as “emerging market” all 
the countries which are included in the JPMorgan Emerging Market Bond Index Global. IMF (2003a) uses a similar 
classification but includes Costa Rica in the sample of emerging markets. The Bahamas is not included in either group 
because, as a high-income offshore financial center, it is in a group by itself. 
9 See Box 2.2 for details on the definition of external debt used in this report.
10 To be precise, there is a slight U-shaped pattern, with external debt dropping by approximately five percentage 
points between 1991 and 1997 and then increasing in the following seven years.
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result of the increase in domestic debt, which rose from 16 percent of GDP in 1994 to 37 
percent of GDP in 2004. 

Data on external debt are available for a longer period and show a visible downward 
trend in debt ratios, which fell from a peak of 42 percent in 1987 to 25 percent of GDP in 
2004 (bottoming out at about 18 percent in 1997). Data on the composition of external debt 
show that lending by the IMF and other multilaterals has hovered around 5 percent of GDP 
(or 20 percent of external debt), with peaks during the Mexican, Brazilian, and Argentine cri-
ses (Figure 2.4). Bilateral lending has, instead, become progressively less important, falling 
from a peak of 6 percent of GDP in 1987 to 2 percent of GDP in 2004. Borrowing from private 
sources (comprising bank and bonded debt) has fallen sharply from a peak at 30 percent of 
GDP in 1987 to about 16 percent of GDP in 2004. The debt instruments shifted from mostly 
bank loans in the 1980s to mostly bonds in the 1990s, after the Brady Plan debt-restructuring 
operations resuscitated the market for emerging market bonds, which had largely died out 
in the interwar period (see Chapters 4 and 5). The result of a decreasing amount (in terms of 
GDP) of external debt owed to private lenders and a constant amount of external debt owed 
to official lenders is that the relative share of official debt has been increasing. While financ-
ing from international financial institutions represents a small fraction of international capital 

40

20

30

10

0

50

60

70

19
92

19
91

19
93

19
94

19
95

19
96

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

Figure 2.3
Composition of Public Debt in Emerging  
Latin American Economies
(percentage of GDP)

Domestic debt External due to   
  official creditors
External due to  
private creditors

Source: Authors’ calculations based on Cowan et al. 
(2006).
Note: Countries included:  Argentina, Brazil, Chile, Co-
lombia, Ecuador, El Salvador, Mexico, Panama, Peru, 
Uruguay, and Venezuela.

0

5

10

15

20

25

30

35

40

45

19
83

19
84

19
85

19
86

19
87

19
88

19
89

19
90

19
9 1

19
92

19
9 3

19
94

19
95

19
96

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

Figure 2.4
Composition of Public External Debt  
in Emerging Latin American Economies
(percentage of GDP)

IMF Multilaterals

Bilaterals Other external

Bonded debt Bank loans

Source: Authors’ calculations based on Cowan et al. 
(2006).
Note: Countries included: Argentina, Brazil, Chile, Colom-
bia, Ecuador, El Salvador, Mexico, Peru, Uruguay, and Ven-
ezuela. 



 PUBLIC DEBT IN LATIN AMERICA AND AROUND THE WORLD 23

flows (including private borrowing and foreign direct investment), it still accounts for a sig-
nificant share of the stock of external public debt in the largest Latin American countries.11 

The currency composition of public debt appears to be especially important for this 
group of countries. The literature on “original sin,” liability dollarization, and currency mis-
matches has argued that countries with long-term domestic currency debt tend to have a 
safer debt structure than countries with short-term foreign currency debt (Box 2.3). Basically 
all external debt issued by Latin American and Caribbean emerging markets is denominated 

11 As these data cover only the period through 2004, they do not capture the recent repayments to the IMF by Ar-
gentina and Brazil and to the IDB and the World Bank by Mexico. 

Eichengreen and Hausmann (1999) defined 
original sin as “a situation in which the 
domestic currency is not used to borrow 
abroad or to borrow long-term even domes-
tically” (330). According to this definition, 
there are two components of original sin: 
an international component (the domestic 
currency is not used to borrow abroad) and 
a domestic one (the domestic currency is 
not used to borrow long-term even domesti-
cally).a 

Eichengreen, Hausmann, and Panizza 
(2005a, 2005b) focus on the international 
component of original sin. They start from 
the observation that, in 1999–2001, 85 per-
cent of the $1.3 trillion in outstanding 
securities placed in international markets 
by countries that do not issue one of the 
five major currencies was denominated in 
these five currencies. Next, they use three 
indices to quantify international original sin 
and find that these indices are associated 
with lower credit ratings, lower exchange 
rate flexibility, and higher volatility of GDP 
growth and capital flows. They study the 
determinants of international original sin 
and find that good policies are a necessary 
but not a sufficient condition for redemp-
tion from original sin and that the only vari-

able that is robustly correlated with original 
sin is country size. 

Research on the domestic component 
of original sin has been limited by the dif-
ficulty of finding data on the currency and 
maturity composition of domestic debt. 
Hausmann and Panizza (2003) were able to 
collect data for a small sample of countries 
and show that, unlike international original 
sin, domestic original sin is associated with 
past bad policies, especially inflationary his-
tory. Their main index of domestic original 
sin is defined as

Successive work by Mehl and Reynaud (2005) 
and Jeanne and Guscina (2006) confirms the 
link between policies and original sin and 
also shows that, while very important for 
Latin America, domestic original sin is not as 
pervasive as international original sin (see 
Figure 2.6).

Box 2.3  Original Sin 

a For a criticism of the original sin research agenda 
see Goldstein and Turner (2004). For a rebuttal 
see Eichengreen, Hausmann, and Panizza (2003). 

Domestic Currency Fixed Rate Domestic Debt

Total Domestic Debt
DSIN3 = 1 – 
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in foreign currency, while about two-thirds of domestic debt is denominated in nominal (i.e., 
not indexed to prices) domestic currency. Nevertheless, several local currency bonds have 
been issued in international markets over the past two years. While this is an interesting 
widening of financing options for Latin American and Caribbean countries, these issues are 
still too small to affect the aggregate figures, and it is not clear whether they are part of a 
developing trend or merely temporary factors (see Box 2.4). Those recent issues notwith-
standing, there is a fairly close relationship for the time being between legal jurisdiction and 
the currency denomination of government debt issues.12 

Until very recently, virtually all debt issued 
in international markets by Latin American 
countries was denominated in foreign cur-
rency.a At the end of 2003, Uruguay issued a 
global bond denominated in real pesos (and 
indexed to inflation), and in 2004 Uruguay 
issued another domestic currency bond, this 
time in nominal pesos. Colombia launched 
nominal peso issues in 2004 and 2005. In 
2005, Brazil issued a large bond (close to 
US$1.5 billion) with a long maturity and 
denominated in nominal reais (see table 
on the facing page). In the corporate and 
financial sector, the Mexican oil company 
Pemex, several Brazilian banks (Votorantim, 
Unibanco, Banco do Brasil, Bradesco, and 
Santander Banespa) and two Brazilian cor-
porations (Eletropaulo and Telemar) have 
been able to float bonds denominated in 
domestic currency abroad as well. Further-
more, Unibanco has issued a real Eurobond 
linked to the Brazilian inflation rate. 

These bonds are reasonably long term 
and often have low spreads. In Colombia’s 
November 2004 issue, primary spreads were 
20 to 50 basis points below those on com-

parable domestic bonds (Tovar, 2005). In 
Brazil’s government bond case, the inter-
national issue was a 10-year-maturity, fixed 
rate instrument, with a yield some 250 
basis points below comparable domestic law 
yields. International investors may find reais 
bonds issued under New York governing law 
and settled in U.S. dollars more attractive as 
a result of their lower risk of capital controls 
and other taxes (Amato, 2006). 

While these are welcome steps, there are 
some factors that may limit the enthusiasm 
for these new issues. First, it may be argued 
that there are two ways to induce investors 
to hold domestic currency bonds. One way 
is to issue abroad in domestic currency, and 
the other is to promote the entry of local 
investors into the domestic bond market 
(this is the strategy followed by Mexico). It 
is possible that in Brazil and Colombia the 
government decided to tap the interna-
tional market because of regulations that 
restricted the entry of foreign investors into 
the local bond market, and it is not clear 
whether this strategy is superior to the one 
adopted by the Mexican authorities (Tovar, 

Box 2.4  Recent International Bond Issues in Domestic Currency

a Argentina issued three peso bonds in 1997 
and another peso bond in the wake of the 2001 
crisis, but until 2003, no other Latin American 
country had entered this market. 

Issuance of Government Domestic Currency Bonds in International Markets

 Argentina Brazil Colombia Uruguay Total

 Number US$ Number US$ Number US$ Number US$ Number US$   
Year of bonds million of bonds million of bonds million of bonds million of bonds million

1997 3 1,500       3 1,500
2001 1 931       1 931
2003       1 290 1 290
2004   1 100 1 500 1 250 3 850
2005   1 1,483 1 325   2 1,808
Total 4 2,431 2 1,583 2 825 2 540 10 5,379

Sources: Borensztein, Eichengreen, and Panizza (2006b) and Tovar (2005).

2005). Second, there may be doubts over 
whether international investors’ current 
appetite for local currency instruments is 
permanent. In particular, expectations of 
falling local interest rates and appreciat-
ing currencies cannot continue forever. 
Ample liquidity has made for unusually 
favorable conditions for emerging econo-
mies on global markets; if central banks 
continue to drain that liquidity and there 

is a flight to quality on the part of inves-
tors, it is not clear that an appetite for 
Latin American bonds will in fact survive 
(see Borensztein, Eichengreen, and Pan-
izza, 2006b).

12 This probably results from a combination of some degree of home bias on the part of investors and differential 
currency preferences between residents and nonresidents (see Levy Yeyati, 2004). This domestic-external market 
distinction is in line with the evidence that past debt dedollarization experiences have been driven by a deepening of 
the domestic markets (Bordo, Meissner, and Redish, 2005) and that original sin is negatively correlated with the size 
of domestic financial markets (Eichengreen, Hausmann, and Panizza, 2003).
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The recent evolution of debt in emerging Latin American and Caribbean economies 
shows a tendency towards “onshorization” (that is, substitution of domestic for external 
debt) and “dedollarization” (substitution of domestic currency debt for foreign currency 
debt), as depicted in Figure 2.5. This is in line with the correspondence between market 
of issuance and currency denomination noted above. For example, although there are 
important exceptions in individual cases, domestic debt in foreign currency is fairly small, 
and foreign debt in domestic currency is still insignificant as of 2004 for the aggregate of 
emerging Latin American and Caribbean economies. This onshorization process has re-
sulted in a large increase in nominal (that is, nonindexed) local currency debt, which rose 
from 20 percent of GDP in 1996 to 30 percent of GDP in 2004, and also in debt indexed to 
the local CPI, which more than doubled over the 1996–2004 period to reach 6 percent of 
GDP. 

Until very recently, virtually all debt issued 
in international markets by Latin American 
countries was denominated in foreign cur-
rency.a At the end of 2003, Uruguay issued a 
global bond denominated in real pesos (and 
indexed to inflation), and in 2004 Uruguay 
issued another domestic currency bond, this 
time in nominal pesos. Colombia launched 
nominal peso issues in 2004 and 2005. In 
2005, Brazil issued a large bond (close to 
US$1.5 billion) with a long maturity and 
denominated in nominal reais (see table 
on the facing page). In the corporate and 
financial sector, the Mexican oil company 
Pemex, several Brazilian banks (Votorantim, 
Unibanco, Banco do Brasil, Bradesco, and 
Santander Banespa) and two Brazilian cor-
porations (Eletropaulo and Telemar) have 
been able to float bonds denominated in 
domestic currency abroad as well. Further-
more, Unibanco has issued a real Eurobond 
linked to the Brazilian inflation rate. 

These bonds are reasonably long term 
and often have low spreads. In Colombia’s 
November 2004 issue, primary spreads were 
20 to 50 basis points below those on com-

parable domestic bonds (Tovar, 2005). In 
Brazil’s government bond case, the inter-
national issue was a 10-year-maturity, fixed 
rate instrument, with a yield some 250 
basis points below comparable domestic law 
yields. International investors may find reais 
bonds issued under New York governing law 
and settled in U.S. dollars more attractive as 
a result of their lower risk of capital controls 
and other taxes (Amato, 2006). 

While these are welcome steps, there are 
some factors that may limit the enthusiasm 
for these new issues. First, it may be argued 
that there are two ways to induce investors 
to hold domestic currency bonds. One way 
is to issue abroad in domestic currency, and 
the other is to promote the entry of local 
investors into the domestic bond market 
(this is the strategy followed by Mexico). It 
is possible that in Brazil and Colombia the 
government decided to tap the interna-
tional market because of regulations that 
restricted the entry of foreign investors into 
the local bond market, and it is not clear 
whether this strategy is superior to the one 
adopted by the Mexican authorities (Tovar, 

Box 2.4  Recent International Bond Issues in Domestic Currency

a Argentina issued three peso bonds in 1997 
and another peso bond in the wake of the 2001 
crisis, but until 2003, no other Latin American 
country had entered this market. 

Issuance of Government Domestic Currency Bonds in International Markets

 Argentina Brazil Colombia Uruguay Total

 Number US$ Number US$ Number US$ Number US$ Number US$   
Year of bonds million of bonds million of bonds million of bonds million of bonds million

1997 3 1,500       3 1,500
2001 1 931       1 931
2003       1 290 1 290
2004   1 100 1 500 1 250 3 850
2005   1 1,483 1 325   2 1,808
Total 4 2,431 2 1,583 2 825 2 540 10 5,379

Sources: Borensztein, Eichengreen, and Panizza (2006b) and Tovar (2005).

2005). Second, there may be doubts over 
whether international investors’ current 
appetite for local currency instruments is 
permanent. In particular, expectations of 
falling local interest rates and appreciat-
ing currencies cannot continue forever. 
Ample liquidity has made for unusually 
favorable conditions for emerging econo-
mies on global markets; if central banks 
continue to drain that liquidity and there 

is a flight to quality on the part of inves-
tors, it is not clear that an appetite for 
Latin American bonds will in fact survive 
(see Borensztein, Eichengreen, and Pan-
izza, 2006b).



 26 CHAPTER 2 

While this switch towards more domestic currency debt is a positive development, the 
problem is that a large fraction of domestic debt issued in local currency tends to be either 
short term or indexed to the short-term interest rate. In 2003, only 15 percent of total do-
mestic public debt was fixed rate, long term, and denominated in domestic currency (up 
from 9 percent in 1999), indicating that “domestic original sin” (as defined by Hausmann and 
Panizza, 2003) is still a problem in Latin America, and to an even larger degree than in the 
rest of the emerging world (Figure 2.6). 

Countries with Limited Market Access

Countries that have limited access to the international capital markets are characterized 
by high levels of debt but do not show the increasing trend which the sample of emerging 
market countries has followed over the past 10 years. In fact, public debt in this group of 
countries decreased until 1997 and then remained stable at a level of about 80–90 percent 
of GDP (about 60 percent if the weighted average shown in Figure 2.7 is considered).

A decomposition of the evolution of total debt shows that over the 1991–2004 period, 
these countries halved their debt with official creditors (from 53 to 25 percent of GDP), 
maintained a low level of debt with private external creditors, and doubled the amount 
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of debt issued in the domestic market 
(from 14 to 27 percent of GDP). Almost 
by definition, this group of countries 
has a composition of external debt 
which is very different from that of the 
emerging market group (Figure 2.8). On 
average, 80 percent of external debt 
is owed to official creditors, but there 
have been large swings in the share of 
debt held by private creditors. In the 
early 1980s, about one-third of exter-
nal debt was owed to private creditors, 
mostly in the form of syndicated bank 
loans. The importance of this source 
of financing decreased substantially 
(both in relative and in absolute value) 
over the 1984–1997 period, reaching a 
minimum of 11 percent of total exter-
nal debt (corresponding to 3.6 percent 
of GDP). Access to the international 
credit market picked up over the 2000–
2004 period, however, and by 2004 
about 25 percent of the external debt 
of this group of countries was owed to 
private creditors, mostly in the form of 
sovereign bonds in line with the evolu-
tion of global financial markets. There 
have also been large changes in the 
composition of official debt. Bilateral 
creditors were extremely important 
in the 1980s, but their share in total 
external debt continuously decreased 
over the 1990–2004 period, from 50 
to about 20 percent of total external 
debt. Over the same period, the mul-
tilateral development banks became 
increasingly important and, by 2004, 
they accounted for more than 50 per-
cent of the total external debt of this 
group of countries. 

One important consideration is that 
the debt figures reported above are 
likely to grossly overstate the debt 
burden for several of the countries that 
are characterized by a large share of 
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concessional debt. In the sample of countries with no market access, the net present value 
of total external debt was about 77 percent of book value; by 2004, the net present value 
had decreased to about 68 percent of book value.13 

Gross versus Net Debt

Many countries compute a measure of net debt to obtain a more accurate measure of their 
level of indebtedness. Net debt measures subtract holdings of debt by some public entities, 
and sometimes they also deduct holdings of financial assets by the public sector. One prob-
lem with official statistics on net debt is that different countries use different methodologies 
to compute net debt. Although each of these different netting strategies is probably the 
most appropriate for the individual country that uses it, as a group they produce figures on 
net debt that are difficult to compare across countries (Box 2.5 describes the methodology 
used by the Brazilian authorities, which is clearly spelled out in various publications). 

In order to obtain statistics on net debt that are comparable across countries, this report 
follows the methodology outlined in Cowan et al. (2006) and considers two definitions of net 
debt. The first definition (Net Debt 1) subtracts from gross debt the holdings of government 
debt by the central bank. As the central bank submits its profits to the government, interest 
payments by the treasury to the central bank will eventually return to the treasury. Thus, 
holdings of government paper by the central bank are not really a liability of the consolidated 
public sector.14 

The second definition (Net Debt 2) is obtained by subtracting international reserves from 
Net Debt 1. Although widely done, the netting of reserves is conceptually more debatable. 
The main role of international reserves is to support the functioning of the foreign exchange 
system. In a fixed exchange rate system, central bank reserves need to be available for 
purchases by the private sector if there is net demand for them. Under such a system, if 
the private sector has a net external surplus, the resulting accumulation of international re-
serves will show up as a reduction in the government’s Net Debt 2 measure, when in fact it 
is simply the counterpart to the accumulation of assets by the private sector. In a (managed) 
floating exchange rate system, the central bank has more latitude to supply foreign reserves 
to the market, but in emerging market economies, central banks typically hold significant 
international reserves in order to intervene when market conditions require. Aggregate data 
show that over the 1991–2004 period, the difference between Gross Debt and Net Debt 1 
averaged 3 percent of GDP, reaching a maximum of 6 percent of regional GDP in 1996. The 
difference between Gross Debt and Net Debt 2, however, is much larger. Over the 1991–2004 
period, this difference averaged 11 percent of regional GDP. Reserves were lower in the early 

13 In the emerging market sample, the net present value is almost identical to the book value (over the 2000–2004 
period the difference ranged between 2 and 7 percent). The difference between book value and net value was com-
puted using data from the World Bank’s World Development Indicators. 
14 As the money base is not included in gross debt, the methodology used in this report does not deduct the hold-
ings of government paper by the central bank that build up the domestic credit counterpart to the money base 
(see Cowan et al., 2006, for more details). Similarly, as the debt issued by state-owned banks and state-owned 
enterprises is not included in the gross debt figures used in this report, public debt held by state-owned banks and 
state-owned enterprises is not netted out. 
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Brazil’s official figures for net debt dif-
fer substantially from the ones used in 
this report. This large difference is al-
most completely driven by different netting 
methodologies.a The purpose of this box 
is to illustrate the procedure used by the 
Brazilian authorities to calculate net debt 
(for a similar discussion, see Martner and 
Tromben, 2004a). 

In calculating net debt, Brazilian au-
thorities subtract from gross debt a series 
of assets that can be used to redeem gross 
debt. These assets include both liquid as-
sets that can be used to repay short-term 
debt and less-liquid assets. The rationale 
for including the latter class of assets is that 
they can be used to redeem debt with lon-
ger maturity (Goldfajn and Refinetti Guar-
dia, 2003). The table below lists the main 
assets used by the Brazilian authorities in 
their calculation of net debt. Deposits in the 
social security system, tax collected but not 

yet transferred to the treasury, and demand 
deposits of the federal, state, and local gov-
ernments (including government deposits in 
the central bank) are among the most liquid 
assets that are included. Over the 2000–2005 
period, these liquid assets ranged between 
5.6 and 8.3 percent of GDP and mostly con-
sisted of deposits. Liquid assets are, how-
ever, only about one-third of the debt that 
is netted out by the Brazilian authorities. 
Longer-term assets like the Worker Support 
Fund (FAT) and investment in several other 
public funds are part of the larger share of 
the less-liquid assets netted out by the Bra-
zilian authorities’ methodology. 

Box 2.5  Net Debt in Brazil

a One reason that the data are not identical has 
to do with the denominator (rather than the nu-
merator) of the debt-to-GDP ratio. The Brazilian 
authorities sometimes use a “valorized” defini-
tion of GDP which may yield figures substantially 
different from those reported in IMF statistics 
(see IMF, 2003a). 

Gross and Net Debt in Brazil (percentage of GDP)

 2000 2001 2002 2003 2004 2005

Total net debt 48.8 52.6 55.5 57.2 51.7 51.6
Liquid assets
  Deposits of the social security system 0.1 0.1 0.1 0.1 0.1 0.0
  Tax collected and not transferred 0.1 0.1 0.0 0.1 0.0 0.0
  Deposits (all levels of government) 5.4 6.4 6.0 5.8 5.9 8.3
Total liquid assets 5.6 6.6 6.1 6.0 6.0 8.3
Less-liquid assets
  Investment in financial funds and programs 2.5 2.7 2.2 4.2 3.7 3.8
  Worker Support Fund (FAT) 4.4 4.9 4.8 5.5 5.5 6.0
  Other government credit 1.1 1.2 1.5 2.2 2.2 2.0
  Credit with public enterprises 2.1 2.4 1.1 1.7 1.2 1.6
Total less-liquid assets 10.1 11.2 9.6 13.6 12.6 13.4
Other  0.2 0.2 0.1 0.3 1.7 1.5
Gross debt 64.6 70.6 71.4 76.9 71.9 74.8

Source: Authors’ calculations using data from Central Bank of Brazil.
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1990s but increased rapidly in the mid-1990s, reaching a peak of 15 percent of regional GDP 
in 1996. Interestingly, the data show that there is no difference in reserve accumulation be-
tween small and large countries.

Implicit versus Explicit Debt: What Happens When Countries Privatize 
Their Pension Systems?

All measures of debt discussed so far have focused on explicit debt. Several countries, 
however, have unfunded public pension systems, which constitute a large implicit liability. 
In the past decade, many Latin American countries have transformed their social security 
systems from public, pay-as-you-go systems to private capitalization systems. The transition 
between these two types of systems typically involves an increase in explicit government 
debt, as the last generation of the pay-as-you-go system is still collecting pension payments, 
but younger generations have moved to the private system and do not contribute to the 
public social security system. Thus, the analysis of trends in public debt accumulation may 
net out the result of the pension system transition, although debt accumulated on account of 
the transition is conceptually indistinguishable from debt accumulated for any other reason. 
Ideally, one would like to have a measure of debt that includes pension obligations. However, 
the actual value of implicit liabilities is virtually impossible to assess, because the govern-
ment maintains the option of diluting them by introducing legal changes such as reducing 
benefits or tightening eligibility conditions. 

As an alternative to adding actual pension obligations to obtain a grand total for the debt 
level in every country, debt could be made comparable across countries by subtracting the 
value of the reduction in implicit liabilities in those countries which have privatized their pen-
sion systems. How can this be done? In the simplest case of pension system privatization, 
the pay-as-you-go system was completely shut down at the time of reform, with obligations 
to those who were participating in the system recognized by issuing bonds which were then 
deposited in private pension funds. Thus, the value of those compensation bonds would be 
a natural estimator of the reduction in the implicit liabilities faced by the government. Gross 
Debt would show a sizable increase at the time of the reform, which would be equal to the 
increase in assets managed by private pension funds, and a Net Debt measure could be 
constructed by subtracting pension fund holdings from Gross Debt.15 

The treatment of pension reforms that did not change the status of current pensioners 
but only changed the relationship with the younger generations is more complicated. These 
reforms usually were implemented by eliminating the tax obligations on the current workers, 
who were then able to use those resources to build up private assets. As before, the ques-
tion is, by how much does this pension reform reduce government liabilities at each point 
in time? If the cash flows into and out of the system are balanced, it seems reasonable to 
assume that what has been accumulated in pension funds is equivalent to the value of liabili-

15 This is the case of Chile, where Bonos de Reconocimiento (Recognition Bonds) made explicit the benefits owed to 
retirees at the time of privatization. In this way, rather than continuing to pay benefits through the social security 
window, the government honored its social security obligations by servicing this newly issued debt. Subtracting the 
value of recognition bonds is a sensible way to correct for what would otherwise be an overstatement of the overall 
liabilities of the government (Cowan et al., 2006). 
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ties that will not have to be 
honored by the government 
in the future, and there-
fore this amount provides 
an estimate of the reduc-
tion in the government’s 
implicit liabilities resulting 
from the pension privatiza-
tion scheme.16 

This suggests another 
definition of net debt (Net 
Debt 3), this one being 
equal to Net Debt 2 minus 
assets of private pension 
funds. In the early 1990s, 
Net Debt 3 was basically 
identical to Net Debt 2, but 
after the pension reforms 
of the mid-1990s, private 
pension funds grew very 
rapidly. By 2004, assets of 
private pension funds were 
above 7 percent of regional 
GDP, generating a substan-

tial wedge between Net Debt 2 and Net Debt 3. Correcting for pension privatization, how-
ever, does not alter the fact that Latin American public debt has been on an increasing trend 
since the mid-1990s.

While the netting methodology discussed above has some desirable properties, it is far 
from problem free. A first problem with the methodology is that if pension fund investments 
perform better than expected, the assets accumulated in the pension funds end up being 
greater than would have been necessary to guarantee the payments made by the old sys-
tem, and this netting strategy will overcompensate for the drop in implicit liabilities brought 
about by the pension reform. This can be a sizable problem. Figure 2.9 decomposes Gross 
Debt into the three definitions of Net Debt discussed above and shows that the correction is 
substantial for countries with relatively large private pension systems (like Bolivia, Colombia, 
Peru, and El Salvador) and enormous in the case of Chile, where the assets of private pen-
sion funds are larger than Gross Debt, yielding a negative level of Net Debt (−40 percent of 
GDP). 

16 This assumption has several useful properties. If the government finances with debt all the revenue shortfall from 
the reform and forces the pension funds to purchase all of this debt, then a measure of Net Debt that subtracts 
pension fund holdings from Gross Debt will not change with privatization, capturing the fact that there has not been 
any reduction in net obligations. However, if the reform is financed with other taxes, then there is a net reduction 
in future government liabilities which will be captured in this measure of Net Debt and missed in conventional mea-
sures. 
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A second issue is that the implicit future debt generated by public pay-as-you-go sys-
tems is of a different nature than the explicit debt issued to finance the transition. In par-
ticular, pension obligations are easier to dilute and are implicitly indexed to GDP, but explicit 
debt is often expressed in nominal or real terms (sometimes in foreign currency) and is more 
difficult to restructure in the event of insolvency.17 

A third problem is that countries may differ in their systems for providing support to 
retired workers (Box 2.6). The example in Box 2.6 makes it clear why the most accurate 
measure would be for countries to report their implicit liabilities linked to unfunded pension 
obligations. Only in this case would debt levels be truly comparable both across countries 
and within countries across time. Given the complexities involved in estimating these liabili-
ties, this is a possible area for technical assistance by the international financial institutions, 
which could help their member countries to develop and implement a standard methodology 
for calculating and reporting these liabilities.

Consider the following two hypothetical 
countries. Retirheaven is a country with a 
generous policy for its retirees and a pay-
as-you-go pension system that guarantees 
each worker over the age of 65 a pension. 
Retirhell is, in contrast, a country which has 
no public pension system. Also assume that 
the two countries have exactly the same 
explicit public debt: 50 percent of GDP. This 
figure correctly captures the indebtedness 
of Retirhell but underestimates the obliga-
tions of the government of Retirheaven. 
Now, suppose that Retirheaven privatizes 
its pension systems and makes implicit 
liabilities explicit by issuing recognition 
bonds which are then deposited into pri-
vate pension funds. Also, assume that these 
recognition bonds amount to 10 percent of 

GDP, pushing public debt in Retirheaven to 
60 percent of GDP. 

What is the best way to measure post– 
reform debt? As regards gross debt, public 
debt in Retirheaven is higher than public 
debt in Retirhell, but focusing on this mea-
sure would suggest that the pension reform 
led to a sudden deterioration of Retirheav-
en’s fiscal situation, which is not correct, 
because total debt (implicit plus explicit) 
in Retirheaven has not changed. The net-
ting strategy applied in the CLYPS database 
considers total debt in Retirheaven to be 
equal to that in Retirhell, which is also not 
correct. However, CLYPS’s net debt measure 
leads to the correct conclusion that nothing 
has really changed in Retirheaven. 

Box 2.6  Accounting for Pension Obligations in Retirheaven and Retirhell

17 It may also be argued that a country’s government does not necessarily walk away from all its implicit pension-
related obligations by privatizing the pension system. In particular, if a low return (or failure) of the private pension 
funds generates lower-than-expected pension benefits, then the government may be forced to step in and supple-
ment the private pensions. The same is true if people undercontribute to the private pension system and expect to 
be taken care of by the government anyway. The methodology outlined above implicitly controls for these possibili-
ties, because low contributions to or poor performance of pension funds will be reflected in lower assets of pension 
funds, and hence a smaller correction from Net Debt 2 to Net Debt 3. 
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HOW DO LATIN 
AMERICA AND THE 
CARIBBEAN COMPARE 
WITH THE REST OF THE 
WORLD?

Are the patterns documented 
in the previous section part 
of a global trend or are they 
limited to Latin America? 
Simple averages that include 
94 countries show that Sub- 
Saharan Africa, the Middle 
East and North Africa, and 
South Asia are the regions 
with the highest levels of 
public debt. Latin American 
and Caribbean countries have 
intermediate levels of debt, 
which are not much higher 
than those of the advanced 
economies and higher than 
levels of public debt in East 
Asia and Eastern Europe and 
Central Asia (Figure 2.10). 
While public debt in Latin 
America displayed U-shaped 
behavior, public debt in East 
Asia increased substantially 
(going from 36 to 52 percent 
of GDP) between 1991 and 
2005 (the period under ob-
servation in the figure). Public 
debt also increased (but at 
a slower pace) in South Asia 
and decreased in the Middle 
East and North Africa. 

Weighted averages yield 
a different picture in terms of 
both levels and trends (Figure 
2.11). As two large economies 
(Japan and Italy) have high lev-
els of debt, weighting by GDP 
substantially increases the 
debt ratios of the advanced 
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economies, which become similar to those of countries located in Sub-Saharan Africa. At the 
same time, weighting by GDP gives less importance to countries like Nicaragua and Guyana 
(small economies with high debt ratios) and reduces the average debt ratios for Latin Amer-
ica and the Caribbean. As a consequence, the weighted debt-to-GDP ratio in Latin America 
is much lower (by about 15 percentage points) than that of the advanced economies. 

As East Asia, Eastern Europe and Central Asia, and Latin America were at the center of 
the main debt and financial crises of the late 1990s, it is interesting to compare the evolu-
tion of central government debt in these three regions (Figure 2.12). Eastern Europe, which 
started with high levels of debt (68 percent of GDP in 1993), showed a net decrease in debt 
over the 1993–1996 period, an increase in debt around the Russian crisis of 1998 (with an-
other spike in 2001), and then a sustained decrease in debt, which reached 29 percent of 
regional GDP in 2005. East Asia shows the opposite trend. Debt was low and decreasing in 
the early 1990s (20 percent of GDP in 1991 and 17 percent in 1996) but increased rapidly 
after the crisis of 1997, reaching 34 percent of regional GDP in 2002. Since 2002, debt has 
been decreasing again, reaching 29 percent of regional GDP in 2005. In Latin America and 
the Caribbean, in contrast, debt has been constantly increasing over the 1997–2003 period. 
The resolution of the Argentine crisis and the current appreciation of several Latin American 
currencies have helped to reverse this trend since 2003, but debt still was 13 percent of GDP 
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higher than in the other two regions as of 
2005.18 Even though debt in this region is 
now decreasing and it is hard to tell what 
will happen in the future, the series of cri-
ses that affected the region seem to have 
had a ratcheting effect, with debt stabiliz-
ing at a higher level after each crisis, a 
pattern that does not seem to characterize 
East Asia and Eastern Europe and Central 
Asia. 

Latin America and the Caribbean is 
different from other emerging regions not 
only in terms of debt levels but also in 
terms of debt composition. Figure 2.6 pre-
sented some evidence in this direction by 
showing that Latin America is character-
ized by high levels of domestic original sin. 
Interestingly, the region does worse than 
the rest of the world in two of the three 
components of domestic original sin. Fo-
cusing on currency composition, while in 
Asia basically all domestic public debt is 
denominated in domestic currency, Latin 
America has high levels of domestic debt 
denominated in foreign currency (about 
twice as high as the levels prevailing in other non-Asian emerging market countries) (Figure 
2.13). Focusing on maturity, Latin America has a larger share of short-term debt than Asia, 
and its share of short-term debt is only marginally smaller than that prevailing in other 
emerging market countries (Figure 2.14). Focusing on indexation, more than 60 percent of 
debt issued in Latin America is indexed either to prices or to the short-term interest rate, 
which is twice as high as the average for the non-Asian emerging market countries and 
about six times the Asian average (Figure 2.15). 

THE CROSS-COUNTRY PICTURE

Latin America and the Caribbean is far from being a homogeneous region, and a better un-
derstanding of the level, evolution, and composition of public debt in the region requires a 
closer look at country-level data. Such a closer look immediately reveals that there is a large 
dispersion in the levels of debt (Table 2.1). Focusing on the 1990–2004 average, there were 
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18 As explained in Box 2.1, the data for Latin America and the Caribbean are not identical to those of Figure 2.1, be-
cause Figure 2.12 uses central government data from Jaimovich and Panizza (2006b), while Figure 2.1 uses general 
government data from Cowan et al. (2006). The main difference is that the data in Figure 2.12 do not include the cost 
of rescuing the Mexican financial system (see the figure in Box 2.2) and hence show a decreasing debt ratio over 
the 1995–1997 period.
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four countries with levels of public debt 
well below 40 percent of GDP and four 
countries with levels of debt that were 100 
percent of GDP or higher. There are also 
large differences in the evolution of debt. 
Broadly speaking there are three groups 
of countries: (1) 11 countries in which debt 
over GDP in the 2000–2004 period was 
lower than in the first half of the 1990s;  
(2) nine countries in which debt over GDP in 
the 2000–2004 period was higher than that 
prevailing in the early 1990s; and (3) three 
countries with constant debt ratios.19 

The first group includes several small 
Central American countries and three of 
the seven largest countries in the region. 
Over the 1990–2004 period this group of 
countries had an average debt ratio close 
to 90 percent of GDP (this would drop to 
60 percent of GDP if Nicaragua and Guyana 
were excluded from the sample) and, on 
average, reduced its debt by more than 30 
percent. The second group includes most 
of the English-speaking countries located 
in the Caribbean and, like the first group, 
three of the seven largest countries in the 

region. Over the 1990–2004 period, this group of countries had an average debt ratio of ap-
proximately 60 percent of GDP and experienced a nearly 75 percent increase in debt. The 
third group of countries (which includes Bolivia, Costa Rica, and Mexico) also had an average 
level of debt close to 60 percent of GDP. 

There is also a considerable degree of heterogeneity across countries in the composition 
of public debt. There are 7 countries in which more than 50 percent of public debt is issued 
domestically and 14 countries in which most public debt is external. Chile is the country with 
the largest share of domestic debt, and Belize, Paraguay, and Honduras are the countries 
with the highest shares of external debt (Figure 2.16). Interestingly, the share of domestic 
debt does not seem to be correlated with the overall level of financial development. Coun-
tries such as Uruguay and Chile have similar levels of financial development but large differ-
ences in the share of domestic public debt. There is instead a strong correlation between the 
share of domestic debt and income per capita (Figure 2.17), but here as well the correlation 
is far from perfect. Argentina and Uruguay are among the countries with the highest income 
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cina (2006) data set.
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19 The Dominican Republic would probably be included in the second group, but data for the early 1990s are not avail-
able. The appendix discusses country studies in detail, and Chapter 3 focuses on the determinants of debt growth. 
The ranking of countries by debt-to-GDP ratios does not change significantly according to the debt measure used. 
The correlation between Gross Debt and Net Debt 2 is well above 90 percent.



 PUBLIC DEBT IN LATIN AMERICA AND AROUND THE WORLD 37

Ta
bl

e 
2
.1

 S
u
m

m
ar

y 
St

at
is

ti
cs

 f
or

 T
ot

al
 D

eb
t 

to
 G

D
P 

(1
99

0
–2

0
0
4)

 
 

 
 

St
an

da
rd

 
Co

ef
fi

ci
en

t 
M

in
im

um
 

20
00

–2
00

4/
  

 
Co

un
tr

y 
M

ea
n 

M
ax

im
um

 
M

in
im

um
 

de
vi

at
io

n 
of

 v
ar

ia
ti

on
 

ye
ar

 
19

91
–1

99
5

Ch
ile

 
0.

38
 

0.
69

 
0.

21
 

0.
15

 
0.

39
 

20
04

 
0.

63
 

 
Ec

ua
do

r 
0.

79
 

1.
18

 
0.

49
 

0.
22

 
0.

28
 

20
04

 
0.

69
El

 S
al

va
do

r 
0.

48
 

0.
60

 
0.

34
 

0.
08

 
0.

17
 

19
99

 
0.

76
G

ua
te

m
al

a 
0.

23
 

0.
42

 
0.

17
 

0.
07

 
0.

30
 

19
98

 
0.

75
G

uy
an

a 
3.

34
 

6.
38

 
1.

79
 

1.
64

 
0.

49
 

20
04

 
0.

40
H

on
du

ra
s 

1.
00

 
1.

29
 

0.
79

 
0.

19
 

0.
19

 
20

01
 

0.
69

N
ic

ar
ag

ua
 

3.
38

 
6.

85
 

1.
76

 
1.

93
 

0.
57

 
20

04
 

0.
38

Pa
na

m
a 

0.
84

 
1.

27
 

0.
65

 
0.

21
 

0.
25

 
19

98
 

0.
68

Pe
ru

 
0.

70
 

1.
07

 
0.

48
 

0.
19

 
0.

27
 

19
97

 
0.

65
Tr

in
id

ad
 a

nd
 T

ob
ag

o 
0.

48
 

0.
67

 
0.

25
 

0.
12

 
0.

25
 

20
04

 
0.

57
Ve

ne
zu

el
a 

0.
45

 
0.

64
 

0.
27

 
0.

13
 

0.
30

 
20

00
 

0.
63

G
ro

up
 a

ve
ra

ge
 

1.
10

 
1.

91
 

0.
66

 
0.

45
 

0.
32

 
 

0.
62

Ar
ge

nt
in

a 
0.

60
 

1.
43

 
0.

29
 

0.
40

 
0.

68
 

19
94

 
2.

79
Ba

ha
m

as
 

0.
33

 
0.

38
 

0.
25

 
0.

04
 

0.
12

 
19

90
 

1.
12

Ba
rb

ad
os

 
0.

66
 

0.
81

 
0.

54
 

0.
08

 
0.

12
 

19
90

 
1.

13
 

 
Be

liz
e 

0.
58

 
0.

94
 

0.
44

 
0.

18
 

0.
30

 
19

94
 

1.
79

Br
az

il 
0.

66
 

0.
89

 
0.

37
 

0.
17

 
0.

27
 

19
95

 
1.

37
Co

lo
m

bi
a 

0.
41

 
0.

66
 

0.
26

 
0.

14
 

0.
35

 
19

94
 

2.
03

Ja
m

ai
ca

 
1.

05
 

1.
52

 
0.

72
 

0.
25

 
0.

24
 

19
94

 
1.

47
Pa

ra
gu

ay
 

0.
32

 
0.

52
 

0.
20

 
0.

10
 

0.
32

 
19

97
 

1.
68

U
ru

gu
ay

 
0.

59
 

1.
24

 
0.

36
 

0.
31

 
0.

52
 

19
96

 
2.

30
G

ro
up

 a
ve

ra
ge

 
0.

58
 

0.
93

 
0.

38
 

0.
19

 
0.

32
 

 
1.

74
Bo

liv
ia

 
0.

72
 

0.
80

 
0.

64
 

0.
05

 
0.

07
 

19
97

 
0.

95
 

Co
st

a 
Ri

ca
 

0.
59

 
0.

83
 

0.
54

 
0.

08
 

0.
13

 
19

93
 

0.
97

M
ex

ic
o 

0.
43

 
0.

57
 

0.
31

 
0.

09
 

0.
20

 
19

94
 

0.
99

G
ro

up
 a

ve
ra

ge
 

0.
58

 
0.

73
 

0.
49

 
0.

07
 

0.
13

 
 

0.
97

LA
C 

av
er

ag
e 

0.
84

 
1.

41
 

0.
54

 
0.

30
 

0.
29

 
1.

13

So
ur

ce
: 

Au
th

or
s’

 c
al

cu
la

ti
on

s 
ba

se
d 

on
 C

ow
an

 e
t 

al
. 

(2
00

6)
.

D
ec

lin
in

g 
de

bt
 t

o 
G

D
P

In
cr

ea
si

ng
 

de
bt

 t
o 

G
D

P

N
o 

cl
ea

r 
pa

tt
er

n



 38 CHAPTER 2 

per capita, but they also have 
intermediate levels of external 
debt. In fact, the relationship 
between the share of foreign 
currency debt and the level of 
development is driven in part 
by the behavior of several low-
income countries that are char-
acterized by a large share of 
official debt (which is all exter-
nal). By contrast, market size as 
proxied by total GDP seems to 
be an important factor explain-
ing the size of the domestic 
debt component of government 
liabilities (Figure 2.18).20 

In regard to the creditor 
side, the data show that most 
of Latin America’s public debt is 
either official or bonded.21 As a generalization, emerging market countries tend to borrow 
by issuing bonds, and countries that have limited market access tend to use official debt. 
But even these subgroups are far from being homogenous. In the emerging market group, 
the share of bonded debt goes from 38 percent (Peru) to 97 percent (Chile). At the same 
time, this group also includes countries with a substantial share of official debt; in 2004, for 
example, Peru, Ecuador, El Salvador, and Uruguay owed more than 40 percent of their debt 
to official creditors. In the group of countries with limited market access, the share of official 
debt ranges from 16 percent (Costa Rica) to 81 percent (Paraguay) of total debt.

Another source of heterogeneity is the currency and maturity composition of domestic 
debt. Almost 100 percent of external debt is in foreign currency (there have, however, been 
recent cases of issues in domestic currency, as described in Box 2.4), but there are large dif-
ferences in the degree of “dollarization” of domestically issued public debt, ranging from less 
than 2 percent in Mexico and Nicaragua to 80 percent in Uruguay. Focusing on maturity, over 
the 2000–2004 period short-term debt (defined as debt with maturity shorter than one year) 
was particularly important in Brazil and Uruguay and less important in Colombia and Peru. 

Data on maturity and currency composition can be combined to provide a global picture 
of public sector vulnerability. De la Torre and Schmukler (2004a) argue that dollarization and 
short-termism are alternative ways of coping with aggregate price risk. So, while several 
countries have made substantial progress in reducing their reliance on foreign-currency- 
denominated domestic debt, governments might be substituting short-term debt for dollar-
ization (see Chapter 13 for a discussion of these issues). 

20 In a horse race regression, the effect of size (total GDP) dominates that of the level of development (GDP per 
capita).
21 There is only one country (Belize) in which bank debt is the main source of financing, and there are three countries 
in which bank debt is close to 10 percent of gross debt (Costa Rica, the Dominican Republic, and Colombia).
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Figure 2.16
Domestic Debt as a Percentage of Total Debt
(average, 2000–2004)

Source: Authors’ calculations based on Cowan et al. (2006).
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SUMMING UP

In the past, most emerging market 
crises have been external debt cri-
ses. As a consequence, the analysis 
of emerging market sovereign finance 
has focused on the external compo-
nent of public debt. That this com-
ponent of debt is now lower than in 
the early 1990s is often mentioned in 
support of the fact that Latin American 
policymakers are now adopting more 
prudent fiscal policies and as a reason 
for the current optimism regarding the 
prospects of the Latin American and 
Caribbean economies. A different pic-
ture arises, however, when total debt 
(external plus domestic) is considered. 
While past analyses may have exagger-
ated the importance of the difference 
between debt issued abroad and debt 
issued domestically, globalization of 
international capital markets is making 
this distinction even less important. 
At the time of the Argentine crisis of 
2001, for instance, it became clear that 
a large amount of debt issued under 
international law was in the hands of 
Argentine residents. At the same time, 
it is now becoming increasingly com-
mon for foreign investors to enter local 
markets and buy domestically issued 
debt directly. For instance, in 2004 for-
eign investors bought 80 percent of the 
domestic long-term bonds issued by 
the Mexican government (Castellanos 
and Martínez, 2006).

While the fact that several coun-
tries in the region are substituting 
domestically issued debt for external 
debt does not necessarily mean that 
the next crisis will be a domestic debt crisis, it does mean that policymakers and the inter-
national financial institutions ought to develop instruments to monitor potential new sources 
of vulnerability. This need notwithstanding, it is extremely hard to obtain timely data on the 
level and composition of domestic debt in Latin America, and the international financial 
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institutions often overlook the role of domestic debt (until recently, most IMF Article IV con-
sultation reports did not include any information on the level, let alone the composition, of 
domestic public debt). This chapter documents a first attempt to assemble a data set that 
can keep track of such vulnerabilities, but more work needs to be done in this direction. 
Fortunately, countries now realize that disseminating timely and accurate information can 
have positive effects on market confidence, lowering their borrowing costs and reducing the 
probability of sudden stop episodes and, hence, are taking actions aimed at improving their 
data dissemination strategies.22 In this sense, the IDB-sponsored Group of Latin American 
and the Caribbean Debt Management Specialists (LAC Debt Group) is playing a key role in the 
development of a common platform for the dissemination of public debt data in the region. 

A final message of this chapter has to do with the role of official debt (Chapter 6 dis-
cusses multilateral debt in greater detail). It is often claimed that the relative importance 
of official lending has declined markedly (see, for instance, Meltzer, 2000) and hence mul-
tilateral development banks are becoming irrelevant. This may be true if official lending is 
compared with total international private capital flows. However, in Latin America and the 
Caribbean official lending remains a significant component of sovereign finance. In 2004, 73 
percent of external public debt and 40 percent of total public debt of Latin American and 
Caribbean countries with limited market access was owed to official creditors. But heavy 
reliance on official finance is not limited to this group of low-income countries. In the same 
year, 34 percent of external public debt and 14 percent of total public debt in Latin American 
and Caribbean countries with market access was owed to official creditors. These figures 
are higher than those prevailing in the early 1980s and similar to those prevailing in the early 
1990s. This unambiguously indicates that official lending still plays an important role in Latin 
American and Caribbean sovereign finance.

22 The relationship between data quality and borrowing costs is documented by Cady and Pellechio (2006) and Wal-
lack (2005). Calvo (2005b) shows that contagion episodes can arise from the actions of uninformed investors. 



CHAPTER 3 How Does Debt Grow?

EVERY TIME there is a debt crisis, policymakers, investors, and the international commu-
nity ask the same question: “How did debt in country X get to be so high?” The purpose of 
this chapter is to answer that question by describing and quantifying some of the factors that 
lead to debt accumulation in emerging economies. Essentially there are two factors that de-
termine debt growth. The first factor is the budget deficit, and the second is an unexplained 
residual entity called “stock-flow reconciliation.” 

These two components of debt growth display some characteristics that are surprising, 
indeed. Specifically, quantification of the stock-flow reconciliation shows that, contrary to 
what is commonly thought, this is not a residual entity of limited importance, but often a 
key determinant of debt explosions. The discussion of stock-flow reconciliation is somewhat 
technical, but its key message should be clear: although most of the policy debate focuses 
on measured deficits, there is a large share of change in debt that cannot be explained by 
the deficit, and a better understanding of this “unexplained part of debt” is key to prevent-
ing debt crises. 

With respect to the behavior of the component of debt accumulation, the chapter inves-
tigates the determinants of cross-country differences in the cyclicality of the budget deficit. 
The findings in regard to this cast doubt on the conventional wisdom. In particular, the chap-
ter shows that the use of appropriate statistical techniques challenges the standard finding 
that fiscal policies are countercyclical in developed countries and procyclical in developing 
countries. Again, this seemingly technical discussion has important policy implications, as 
it may lead to the devising of policies that could reduce the high income and consumption 
volatility that characterizes most developing countries. 

SOME SIMPLE DEBT ARITHMETIC

The answer to the question “How do countries get into debt?” may seem trivial.1 Anyone 
who has taken even the most basic economics course knows that countries accumulate debt 
whenever they run a budget deficit (i.e., whenever public expenditures are greater than rev-
enues) and reduce their debt when they run a budget surplus. In fact, the standard Economics 
101 textbook debt accumulation equation states that the change in the stock of debt is equal 
to the budget deficit (for those who like equations, this can be expressed as DEBTt – DEBTt–1 = 
DEFICITt) and that the stock of debt is equal to the sum of past budget deficits. 

1 This section draws on Campos, Jaimovich, and Panizza (2006).
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However, anyone who has worked with actual debt and deficit data knows that the 
equation presented above rarely holds and that debt accumulation can be better described 
as the sum of deficit plus an unexplained residual. Formally, this can be written as 

DEBTt – DEBTt–1 = DEFICITt + SFt  ,

where SFt measures the stock-flow reconciliation, a cumbersome name that comes from the 
fact that this residual entity reconciles the deficit, which is a variable measured over a period 
of time (i.e., a “flow” variable), with debt, which is a variable measured at a given moment 
(i.e., a “stock” variable). 

Clearly, the textbook equation is a good approximation for debt accumulation only if one 
assumes that SFt is not very large. In fact, the stock-flow reconciliation is often considered 
to be a residual of little importance. Is it really the case that the stock-flow reconciliation 
doesn’t play a major role? Should policymakers not worry about stock-flow reconciliations 
and just focus on the deficit? One of the main findings of this chapter is that the stock-flow 
reconciliation does matter and that policymakers do need to take account of it. 

Before moving to a systematic analysis of the stock-flow reconciliation, it is useful to 
consider three examples. In December 1998, Brazil’s net debt-to-GDP ratio stood at approxi-
mately 42 percent of GDP, but by January 1999 this ratio had surpassed 51 percent of GDP. 
Could the Brazilian government have run a deficit of almost 10 percent of GDP in just one 
month? This seems highly improbable. 

Likewise, in 2001 Argentina’s debt-to-GDP ratio stood at just above 50 percent of GDP, 
and by 2002 the country’s debt was well above 130 percent of GDP. Conversely, in 2004 
Argentine debt totaled 140 percent of GDP, but by the end of 2005 the country’s debt had 
fallen to 80 percent of GDP. Was it truly possible for the Argentine government to run a 
deficit of 80 percent of GDP in one year and a surplus of 60 percent of GDP less than two 
years later? 

Uruguay presents a third case that is puzzling at first glance. In March 2002, Uruguay’s 
debt-to-GDP ratio was 55 percent, yet by the end of 2003 the country’s debt had soared to 
110 percent of GDP. Could the Uruguayan authorities have run a deficit of 55 percent of GDP 
in less than two years? 

These jumps in debt were clearly not due to standard budget deficits. In the case of 
Brazil, the sudden jump in debt resulted from the currency devaluation that followed the 
abandonment of the Real Plan. In the case of Uruguay, debt surged because of both a cur-
rency devaluation (which led to an increase in the debt-to-GDP ratio of approximately 40 
percentage points) and the resolution of a banking crisis (which had a cost of approximately 
18 percent of GDP). In the case of Argentina, the causes are similar but even more complex 
(see Box 3.1).

Campos, Jaimovich, and Panizza (2006) express the stock-flow reconciliation in terms of 
GDP and show that, on average, the change in debt explained by stock-flow reconciliation is 
5 percent of GDP (Figure 3.1), clearly a residual of no small importance! The highest values 
for this reconciliation are in Sub-Saharan Africa (almost 9 percent of GDP), Latin America and 
the Caribbean (above 7 percent of GDP), and the Middle East and North Africa (7 percent of 
GDP). These high values may be driven by a few episodes (due to either exceptional events 
or measurement errors) with very large values for stock-flow reconciliation. There are in 
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fact some observations in 
which this residual entity 
is well above 200 percent 
of GDP. The green bars in 
Figure 3.1 report average 
values of the stock-flow 
reconciliation obtained by 
dropping the top and bot-
tom 2 percent of the distri-
bution of this variable. As 
the figure shows, extreme 
values are irrelevant for 
the advanced economies 
and East Asia and the Pa-
cific but are important for 
other regions. Excluding 
outliers substantially low-
ers the averages for the 
Middle East and North Af-
rica, Latin America and the 
Caribbean, and Sub-Saharan Africa, but the last two regions remain the ones with the high-
est average stock-flow reconciliations (4 and 6 percent of GDP, respectively). Considering 
the whole sample of countries, the figure shows that excluding extreme values brings the 
average stock-flow reconciliation to 3 percent of GDP. This is much lower than in the sample 
with outliers but still a substantial figure indicating that, in the average country year, debt 
grows three percentage points of GDP faster than is implied by the budget deficit.2

Another way to assess the importance of the stock-flow reconciliation is to divide both 
sides of the equation discussed at the beginning of this chapter by GDP and use it to estimate 
the following statistical model: 

di,t = β * deft,i + αi + εt,i ,
    

where di,t is the change in debt divided by GDP,3 deft,i is deficit over GDP, αi is a country-
specific parameter (this parameter controls for the fact that the data come from different 
sources, that countries have different levels of debt, and that they use different methodolo-
gies for computing debt and deficit), and εt,i is the error term of this statistical model, which 
should be interpreted as the stock-flow reconciliation. If the stock-flow reconciliation is 

Figure 3.1
The Stock-Flow Reconciliation
(percentage of GDP)

Excluding  All  
outliers observations

Source: Campos, Jaimovich, and Panizza (2006).
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2 The presence of large stock-flow reconciliations is also discussed by Martner and Tromben (2004a), IMF (2003a), 
and Budina and Fiess (2004).

3 Formally,
 
di,t =

  Dt  Dt–1  
=

  Dt  Dt–1 
   −       −  
   Yt  Yt    Yt  Yt–1 (1+ g )  

, 

where D is the level of debt, Y measures GDP, and g measures GDP growth.
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unimportant, the estimation of the above equation should fit the data well and yield a value 
of β close to one. Figure 3.2 shows the results obtained estimating the above equation using 
the sample without outliers. The diagonal line in the figure indicates the value of β and shows 
that this parameter takes a value slightly greater than one. The position of the points gives 
a graphical representation of the “goodness of fit” of the statistical model. Points that are 
close to the line indicate observations for which the data fit the model well, and points that 
are far away from the line indicate observations for which the data fit the model poorly. As 
the figure shows, there are large cross-country differences. In the case of advanced econo-
mies, the points tend to be close to the line, indicating a relatively good fit. However, in Latin 
America and the other developing countries, the points are far away from the line, indicating 
that in these countries deficits do not do a good job of explaining the change in debt.

A more precise measure of goodness of fit is the statistical model’s R2. This statistic 
measures the share of variance of the dependent variable (di,t ) which is “explained” by the 

In Argentina, as in most other countries, 
debt statistics are recorded on a cash basis 
rather than on an accrual basis.a As a conse-
quence, new debt is registered when a bond 
is issued and not when the liability is gener-
ated. This difference is important in under-
standing debt evolution in Argentina, where 
each round of macroeconomic turmoil has 
generated hidden liabilities that showed 
up in official statistics several years later. 
These “skeletons in the closet” are among 
the main determinants of the difference 
between deficit and change in debt. 

In the late 1970s most of Argentina’s 
public debt was external and was owed to 
official creditors and foreign banks. After 
the default of 1988, the country’s debt was 
restructured, and foreign bank loans were 
transformed into Brady bonds. In the late 
1980s and early 1990s, domestic debt figures 
began to increase as hidden liabilities were 
recognized. One of the first actions that led 
to the explicit recognition of past liabilities 
was the Bonex Plan, which had the objective 
of resolving a banking crisis by compensat-

ing individuals who were not able to access 
their demand deposits. This plan takes its 
name from the fact that depositors were 
forced to exchange their demand deposits 
for a 10-year bond called “Bonex 89.” 

Around the same period, there were sev-
eral court rulings that forced the Argentine 
government to give refunds to pensioners 
and pay off past debts to suppliers. These 
liabilities were consolidated through the 
issuance of bonds called “Bocones.” In the 
following years more Bocones were issued 
to finance hidden liabilities (for instance, to 
compensate victims of state terrorism dur-
ing the country’s dictatorship). 

In 1994, Argentina implemented a re-
form of the pension system, moving from 
a pay-as-you-go system to a capitalization 
system. This led to another increase in debt 
because, unlike the explicit liabilities used 
to finance the transition, future liabilities of 
the pay-as-you-go system were not explic-
itly recognized in public debt.b

The financial crisis of 2001–2002 led to 
a large real devaluation and a drop in the 

dollar value of GDP. As most of Argentina’s 
debt was denominated in foreign currency, 
the devaluation and economic crisis led to 
a sudden jump in the debt-to-GDP ratio 
(bonds issued under foreign law tripled 
their value in terms of GDP). The “pesifica-
tion” of domestic law debt denominated in 
foreign currency led to a debt reduction of 
approximately US$20 billion.c As the new 
pesified bonds were indexed to inflation, 
part of the savings brought about by the 
pesification was compensated for by an 
increase in the interest payment resulting 
from higher-than-expected inflation (the 
cost of inflation is estimated at approx-
imately US$9 billion). However, balance 
sheet effects were not the only reason for 
the debt explosion that followed the crisis. 
In fact, the authorities again started issuing 
domestic bonds (called “Boden”) to com-
pensate the financial system, depositors, 
government employees, and pensioners. 
The federal government also rescued the 
provinces by issuing Bodens to retire the 
various provincial currencies that were cir-

Box 3.1  Debt Explosions in Argentina 

a This box draws from Fernández et al. (2006).
b See Chapter 2 for a discussion of these issues.
c In February 2002, domestic law debt denomi-
nated in foreign currency was “pesified” at an 
exchange rate of 1.4 pesos per dollar and trans-
formed into peso bonds indexed to the price 
level. 
d This does not include holdouts, which are esti-
mated at US$18 billion plus past-due interest.

culating during the crisis and by issuing a 
16-year bond called a “Bogar” (amounting 
to approximately 6 percent of GDP) to con-
solidate the domestic debt of the provincial 
governments. 

The outcome of the debt renegotiation 
concluded in January 2005 implied a net 
present value “haircut” of approximately 
70 percent (corresponding to approximately 
US$60 billion or 30 percent of GDP).d This, 
together with robust economic growth, 
reversed the explosive trend in debt docu-
mented above by reducing the debt-to-GDP 
ratio from approximately 1.3 in 2003–2004 
to approximately 0.8 in 2005.
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independent variables (in this case deft,i ). An R2 value of one indicates a perfect fit with the 
independent variables, explaining the totality of the variance of the dependent variable, 
whereas an R2 value of zero indicates that there is no relationship between the dependent 
and the explanatory variables. Figure 3.3 displays the R2 values obtained by estimating the 
equation described above for different subsamples of countries. It shows that when all 
countries are pooled together, the R2 value is just above 0.07, indicating that deficits explain 
less than 8 percent of the change in debt (and the stock-flow reconciliation more than 90 
percent)—a very poor fit for an equation which is often considered to be an identity.4 

In Argentina, as in most other countries, 
debt statistics are recorded on a cash basis 
rather than on an accrual basis.a As a conse-
quence, new debt is registered when a bond 
is issued and not when the liability is gener-
ated. This difference is important in under-
standing debt evolution in Argentina, where 
each round of macroeconomic turmoil has 
generated hidden liabilities that showed 
up in official statistics several years later. 
These “skeletons in the closet” are among 
the main determinants of the difference 
between deficit and change in debt. 

In the late 1970s most of Argentina’s 
public debt was external and was owed to 
official creditors and foreign banks. After 
the default of 1988, the country’s debt was 
restructured, and foreign bank loans were 
transformed into Brady bonds. In the late 
1980s and early 1990s, domestic debt figures 
began to increase as hidden liabilities were 
recognized. One of the first actions that led 
to the explicit recognition of past liabilities 
was the Bonex Plan, which had the objective 
of resolving a banking crisis by compensat-

ing individuals who were not able to access 
their demand deposits. This plan takes its 
name from the fact that depositors were 
forced to exchange their demand deposits 
for a 10-year bond called “Bonex 89.” 

Around the same period, there were sev-
eral court rulings that forced the Argentine 
government to give refunds to pensioners 
and pay off past debts to suppliers. These 
liabilities were consolidated through the 
issuance of bonds called “Bocones.” In the 
following years more Bocones were issued 
to finance hidden liabilities (for instance, to 
compensate victims of state terrorism dur-
ing the country’s dictatorship). 

In 1994, Argentina implemented a re-
form of the pension system, moving from 
a pay-as-you-go system to a capitalization 
system. This led to another increase in debt 
because, unlike the explicit liabilities used 
to finance the transition, future liabilities of 
the pay-as-you-go system were not explic-
itly recognized in public debt.b

The financial crisis of 2001–2002 led to 
a large real devaluation and a drop in the 

dollar value of GDP. As most of Argentina’s 
debt was denominated in foreign currency, 
the devaluation and economic crisis led to 
a sudden jump in the debt-to-GDP ratio 
(bonds issued under foreign law tripled 
their value in terms of GDP). The “pesifica-
tion” of domestic law debt denominated in 
foreign currency led to a debt reduction of 
approximately US$20 billion.c As the new 
pesified bonds were indexed to inflation, 
part of the savings brought about by the 
pesification was compensated for by an 
increase in the interest payment resulting 
from higher-than-expected inflation (the 
cost of inflation is estimated at approx-
imately US$9 billion). However, balance 
sheet effects were not the only reason for 
the debt explosion that followed the crisis. 
In fact, the authorities again started issuing 
domestic bonds (called “Boden”) to com-
pensate the financial system, depositors, 
government employees, and pensioners. 
The federal government also rescued the 
provinces by issuing Bodens to retire the 
various provincial currencies that were cir-

Box 3.1  Debt Explosions in Argentina 

a This box draws from Fernández et al. (2006).
b See Chapter 2 for a discussion of these issues.
c In February 2002, domestic law debt denomi-
nated in foreign currency was “pesified” at an 
exchange rate of 1.4 pesos per dollar and trans-
formed into peso bonds indexed to the price 
level. 
d This does not include holdouts, which are esti-
mated at US$18 billion plus past-due interest.

culating during the crisis and by issuing a 
16-year bond called a “Bogar” (amounting 
to approximately 6 percent of GDP) to con-
solidate the domestic debt of the provincial 
governments. 

The outcome of the debt renegotiation 
concluded in January 2005 implied a net 
present value “haircut” of approximately 
70 percent (corresponding to approximately 
US$60 billion or 30 percent of GDP).d This, 
together with robust economic growth, 
reversed the explosive trend in debt docu-
mented above by reducing the debt-to-GDP 
ratio from approximately 1.3 in 2003–2004 
to approximately 0.8 in 2005.

4 Campos, Jaimovich, and Panizza (2006) also ran separate regressions for the 58 countries for which they had at 
least 15 years of data. They found that β had average and median values of approximately 1 and ranged between 
–1.8 (Zaire) and 5.9 (Rwanda). The regressions’ R2 had an average value of 0.32 and a median value of 0.25 and ranged 
between 0.007 (Egypt) and 0.87 (Italy). There were only 4 countries (all developed) with a value for R2 above 0.8 and 
16 countries (11 of them developed) for which the R2 value was higher than 0.5.
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As the figure shows, the region with 
the poorest fit, according to the model, 
is Sub-Saharan Africa. In this group of 
29 countries, the deficit explains only 3 
percent of the variance of the change in 
debt. In the cases of Latin America and 
the Caribbean (25 countries) and South 
Asia (5 countries), the deficit explains 
between 5 and 6 percent of the variance 
of the change in debt. The developing 
region with the best fit is Eastern Eu-
rope and Central Asia (15 countries), for 
which the deficit explains 23 percent 
of the variance of the change in debt. 
Only in the advanced economies (24 
countries) does the deficit explain more 
than one-quarter of the within-country 
variation in the change in debt, but even 
in this case, the regression can explain 
only half of the variance of the depen-

dent variable, suggesting 
that the stock-flow rec-
onciliation is as important 
as the deficit in explaining 
changes in debt.5 

It is also interesting to 
explore whether the differ-
ence between deficit and 
change in debt is associ-
ated with debt growth. In 
other words, is the stock-
flow reconciliation one of 
the main determinants of 
debt explosions? A look at 
the relationship between 
the growth rate of debt 
over GDP and the ratio of 
deficit to change in debt 

shows that for countries with relatively low levels of debt growth (below 5 percent per year), 
the deficit explains between 70 and 80 percent of the change in debt. However, when debt 

Figure 3.2
Deficit and Change in Debt 

Source: Campos, Jaimovich, and Panizza (2006). 

LAC Advanced

Other Fitted values

 6

5

4

3

2

1

0

–1

–2

–3

–4

–5

–6
–5 –4 –3 –2 –1 0 1 2 3 4 5

C
ha

ng
e 

in
 d

eb
t

Deficit

Figure 3.3
Debt and Deficit: Goodness of Fit

Source: Campos, Jaimovich, and Panizza (2006).

Advanced economies

Eastern Europe and
Central Asia

Middle East and  
North Africa

East Asia and Pacific

All countries

South Asia

Latin America and
the Caribbean

Sub-Saharan Africa

0 0.1 0.2 0.3 0.4 0.5 0.6

R2

5 Of course, these statistics exaggerate the situation, because measurement errors and some mismatches between 
the level of government at which the debt and deficit are measured would always generate values for R2 smaller than 
one. Still, it remains surprising that these R2 values are so small.
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starts growing at a faster rate, the share of debt explained by the deficit drops dramatically. 
When annual debt growth reaches 10 percent of GDP, the deficit explains less than 40 per-
cent of the change in debt. 

Most of the preceding discussion has focused on the change in debt divided by GDP 
rather than on the growth of the debt-to-GDP ratio. The first concept focuses on changes in 
debt without considering the effect of nominal GDP growth, while the second focuses on the 
change in debt relative to the change in GDP.6 While the difference between these two mea-
sures may seem to be a technical one, 
both are useful concepts. The first makes 
it possible to estimate precisely the dif-
ference between deficit and change in 
debt without the need to isolate the ef-
fects of GDP growth and inflation. The 
second allows debt growth to be decom-
posed and the relative contributions of 
each of its determinants to be evaluated. 
Furthermore, it is the variable commonly 
used to assess fiscal sustainability. 

Figure 3.4 focuses on the second 
measure and decomposes the growth of 
the debt-to-GDP ratio into five compo-
nents: inflation, real GDP growth, stock-
flow reconciliation, interest expenditure, 
and primary deficit (the last two com-
ponents add up to the total deficit).7 
Inflation and GDP growth are the main 
mechanisms of debt reduction (there is 
also a small positive effect of primary 
surpluses in Latin America, the advanced 
economies, and East Asia, and a larger 
effect of this variable in the Caribbean), 
and the effect of inflation dominates 
that of real GDP growth in every region 

6 Consider, for instance, a country that in year 1 has a public debt of $90 million and a GDP of $90 million and in year 2 
has a public debt of $105 million and a GDP of $100 million. The change in debt over GDP is 15 percent ((105 − 90)/100 
= 0.15), but the change in the debt-to-GDP ratio is only 5 percent ((105/100) − (90/90) = 0.05). As nominal GDP growth 
is usually positive, the change in debt divided by GDP is usually larger than the growth of the debt-to-GDP ratio.
7 The decomposition takes the following form: 

 DEBTt  DEBTt–1  PDt  DEBTt–1 DEBTt–1 SFt   −  =  + i  − (gr + π)  +  ,
 Yt  Yt-1 Yt Yt–1 (1+ g ) Yt-1 (1+ g ) Yt 

where the first term on the right-hand side of the equation is the contribution of the primary deficit, the second term 
is the interest bill, the third term is the contribution of nominal growth (which can be split into real growth and infla-
tion), and the last term is the stock-flow reconciliation. 
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of the world.8 The effect of inflation is 
particularly large in Sub-Saharan Africa, 
Eastern Europe and Central Asia, the 
Middle East and North Africa, and Latin 
America. In the advanced economies 
and the Caribbean, interest payments 
are the main determinant of debt accu-
mulation, and in South Asia, the budget 
deficit (primary balance plus interest 
payment) is the main determinant. In all 
other regions of the world, the stock-
flow reconciliation is the key deter-
minant of debt accumulation. In Latin 
America, for instance, the total deficit 
adds up to 2.4 percent of GDP, wheareas 
the stock-flow reconciliation equals 5.5 
percent of GDP. 

Figure 3.5 decomposes debt growth 
for Mexico and six South American 
countries and shows that in four of 
these countries, the stock-flow rec-
onciliation is the main determinant of 
debt growth. The exceptions are Brazil, 
Colombia, and Mexico, where the main 
determinant of debt growth is interest 
payments (in Mexico, the amounts for interest payments and the stock-flow reconciliation 
are basically the same). All the countries, with the exception of Colombia, have primary 
surpluses, which are a substantial source of debt reduction in Brazil and Chile. Only in Chile 
is real GDP growth a substantial source of debt reduction, and in fact inflation is the main 
source of debt reduction in all seven countries. Figure 3.6 repeats the experiment for five 
countries located in Central America and the Caribbean. Although in three countries (The 
Bahamas, Costa Rica, and Guatemala) the deficit (again, primary balance plus interest pay-
ment) is the main determinant of debt growth, in two of them (Guatemala and Costa Rica), 
the stock-flow reconciliation is nevertheless an important determinant of debt growth 
(representing 30 and 90 percent of the deficit, respectively). Panama has a primary sur-
plus but large interest payments, which dominate the stock-flow reconciliation as a main 
determinant of debt growth (which, however, remains an important factor). In El Salvador, 
the stock-flow reconciliation is the main determinant of debt growth. Focusing on the fac-
tors that contribute to debt reduction, inflation is the main determinant of debt reduction 

8 Inflation is an important component of debt reduction because it is one of the main drivers of nominal GDP growth 
(see the decomposition in the previous footnote). However, inflation can only reduce nominal debt. This is why inves-
tors located in countries with a history of high inflation tend to protect themselves by holding debt denominated in 
foreign currency or indexed to prices or interest rate. 
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in Costa Rica, El Salvador, Guatemala, 
The Bahamas, and Panama. Figure 3.7 
decomposes debt growth year by year 
by aggregating data for the seven largest 
Latin American economies (Argentina, 
Brazil, Chile, Colombia, Peru, Mexico, 
and Venezuela). As expected, the stock-
flow reconciliation is shown to have a 
tendency to be very large at the time of 
crisis or just after a crisis. In particular, it 
was very high in the two years that fol-
lowed the Tequila crisis (1995–1996), the 
year of the Russian crisis (1998), and the 
year of the Brazilian devaluation (1999) 
and reached epic levels at the time of the 
Argentine crisis (2002–2004). Interest-
ingly, the stock-flow reconciliation was 
basically zero (or even negative) in tran-
quil years like 1997 or 2005.9 

IS IT POSSIBLE TO EXPLAIN 
WHAT DRIVES THE 
UNEXPLAINED PART 
OF DEBT?

Having documented that there are large 
differences between deficits and changes 
in debt, it is interesting to explore the 
determinants of these differences. Cam-
pos, Jaimovich, and Panizza (2006) use a 
statistical model that tries to explain the 
determinants of the stock-flow reconcili-
ation using three groups of variables.10 

The first set of variables aims at cap-
turing balance sheet effects due to the 
interaction of currency depreciations and 
the presence of foreign currency debt. 

9 There are two reasons for the substantial 
negative stock-flow reconciliation in 2005: the 
resolution of the Argentine default, and the con-
sequent debt cancellation and real appreciation 
that characterized several large countries. 
10 They also control for inflation and real GDP 
growth. 
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The idea is that currency devalu-
ations should lead to large stock-
flow reconciliations in countries 
with high levels of foreign currency 
debt. Figure 3.8 plots the main re-
sults and shows that this predic-
tion is supported by the data. The 
figure shows that, assuming a real 
depreciation of 30 percent (not an 
uncommon event in some develop-
ing countries), in countries with no 
foreign currency debt, the deprecia-
tion has basically no effect on the 
stock-flow reconciliation (less than 
1 percent of GDP and not statisti-
cally significant). In countries with 
moderate levels of foreign currency 
debt, a similar devaluation leads to 
a difference between deficit and 
debt of approximately 3 percent of 
GDP. Finally, in countries with high 
levels of foreign currency debt (i.e., 
the top third of the distribution), a 
30 percent depreciation is associ-

ated with a stock-flow reconciliation equal to 10 percent of GDP.11 
The second set of variables attempts to capture the effect of the resolution of sovereign 

default episodes. As default episodes result in partial debt cancellation (e.g., Sturzenegger 
and Zettelmeyer, 2005a, show that recent defaults implied “haircuts” that ranged from 13 to 
73 percent of outstanding bonded debt), they should be associated with negative stock-flow 
reconciliations. In fact, Figure 3.8 shows that defaults are associated with a negative stock-
flow reconciliation of approximately 2 percent of GDP.

The last explanatory variable explores the role of banking crises. These are important 
events, because they generate a series of contingent liabilities and other off-balance-sheet 
activities that can translate into debt explosions (see Box 3.1). In fact, the statistical model 
of Campos and her colleagues shows that the average banking crisis is associated with a 
stock-flow reconciliation of almost 3 percent of GDP. 

While these are interesting results that suggest that building a safer debt structure 
and implementing policies aimed at limiting the creation of contingent liabilities are key to 
avoiding debt explosions, it is important to note that the variables discussed explain only 

11 Note that the use of yearly data may put excessive weight on the importance of balance sheet effects. This is 
because exchange rate overshootings amplify balance sheet problems in the short run, but the appreciation that 
follows the overshooting may lead to a reduction of debt. Hence, in the long run, recorded deficits may be a more 
important determinant of debt behavior than in the short run. 
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20 percent of the variance in the stock-flow reconciliation (country-specific factors explain 
another 30 percent of this variance).12 

There are two possible reasons why the statistical model described above does such 
a poor job of uncovering the determinants of the unexplained part of debt. The first has to 
do with the fact that measurement errors that lead to an underestimation of the deficit are 
more important in some countries than in others. This is probably related to the fact that de-
veloping countries have less transparent accounting and budgeting systems, which make it 
possible to hide some liabilities. This is consistent with the findings of Aizenman and Powell 
(1998), who suggest that governments have incentives to misreport public expenditure and 
that this comes back to haunt them as debt is subsequently reassessed. 

The second possible reason for the limitations of the statistical model is that the impor-
tance of contingent liabilities that lead to debt explosions varies across countries and that 
the controls included in the statistical exercise described above do not capture all the pos-
sible sources of contingent liabilities. One variable that is likely to be important, for example, 
but that is not included in the analysis is the effect of court decisions that force a govern-
ment to make payments that it has not budgeted for (see Box 3.1 for the role of courts in 
Argentina and Chapter 9 for a discussion of how courts may affect the budget).13

HOW SHOULD DEFICITS MOVE, AND HOW DO THEY MOVE IN REALITY?

As noted in the first chapter of this report, most economists agree that a sound fiscal policy 
should exhibit countercyclical behavior. By running deficits in bad times and surpluses in 
good times, countries can smooth consumption, reduce the volatility of output, and minimize 
tax distortions. But the benefits of countercyclical policies are not limited to their welfare 
effects in terms of stabilization of the business cycle. Such policies can also be an effective 
strategy for limiting the growth of public debt.14 This is because in the presence of procyclical 
fiscal policies, a stable debt ratio would require expenditure cuts (or tax increases) during 
recessions, and such adjustments are extremely difficult to implement. As a consequence, 
procyclical fiscal policies may contribute to snowballing budget deficits and debt  levels that 
are eventually resolved with debt crises, high inflation, or outright default.15 

If procyclical policies are so bad and countercyclical policies so good, one would expect 
all countries to adopt countercyclical policies. However, this does not seem to be what 
actually happens. Gavin and Perotti (1997) compare the main characteristics of fiscal policy 
in Latin America and the advanced economies and find that, while in the latter group of 
countries, policies tend be countercyclical, Latin America is characterized by procyclical  

12 Furthermore, Campos, Jaimovich, and Panizza (2006) show that their model does a much better job of explaining 
positive stock-flow reconciliations than negative ones.
13 Another key difference among countries is in the size of regional governments, which is often not well captured 
by the data used in this statistical exercise. 
14 Not everyone agrees with this statement. Gordon and Leeper (2005), for instance, argue that countercyclical fiscal 
policies lead to higher levels of debt.
15 This statement requires a qualification, however. Procyclical policies do not, by their design, necessarily result in 
debt accumulation, but they may end up doing so because it is is extremely difficult to run large surpluses during 
recessions. So procyclical policies often tend to be asymmetrical: expansionary during good times and not contrac-
tionary during bad times (see Hercowitz and Strawczynski, 2004). 
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fiscal policies. In particular, Gavin 
and Perotti use a statistical model 
that estimates how GDP growth af-
fects a country’s fiscal balance and 
find that in advanced economies, 
when a country’s GDP grows by 1 
percent, its budget surplus grows 
by approximately 0.4 percent. In 
Latin America, in contrast, they 
find that there is basically no cor-
relation between GDP growth and 
changes in the budget balance. 
They argue that the lack of a posi-
tive relationship between growth 
and a country’s fiscal balance sug-
gests that discretionary fiscal poli-
cies are procyclical because, in the 
absence of such a procyclical re-
sponse, a country’s fiscal balance 
would automatically be positively 
correlated with growth.

Figure 3.9 updates the estima-
tions of Gavin and Perotti (1997), 
with the blocks showing the point 
estimates and the vertical bars the 

respective 95 percent confidence intervals. The first block shows that in advanced econo-
mies, a 1 percentage point increase in output growth is associated with an increase in the 
fiscal surplus of 0.2 percentage points (an effect smaller than what Gavin and Perotti found, 
but still large and statistically significant). The second block focuses on developing countries 
and shows that, while the relationship between GDP growth and fiscal balance is still positive 
and significant, the point estimate indicates a much lower elasticity than that of industrial 
countries. In this case, a 1 percentage point increase in output growth is associated with an 
increase in the fiscal surplus of 0.08 percentage points. The next three vertical bars split the 
sample of developing countries into three subgroups and show that developing countries are 
far from uniform in regard to the way the fiscal balance responds to GDP growth. 

The first group (middle-high-income economies) consists of 18 emerging markets.16 In 
this group of countries, there is no significant correlation between GDP growth and fiscal 
balance. In fact, this is the group of countries with the lowest level of countercyclicality. The 
second group includes 25 middle-low-income countries (see Kaminsky, Reinhart, and Végh, 
2005, for a full list of countries); in these countries the correlation between GDP growth and 
the budget balance is about three-quarters of the level found in the advanced economies 

16 These are Argentina, Botswana, Brazil, Chile, Costa Rica, Gabon, Korea, Lebanon, Malaysia, Mauritius, Mexico, 
Oman, Panama, Saudi Arabia, Seychelles, Trinidad and Tobago, Uruguay, and Venezuela.
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but still large, positive, and statistically significant. The third group focuses on low-income 
economies; here the correlation between GDP growth and fiscal balance is lower, but still 
larger than in the emerging market countries and significantly greater than zero. 

The last two vertical bars in Figure 3.9 focus on Latin America and the Caribbean. The 
first of these two vertical bars uses the largest possible sample of countries and, contrary 
to the findings of Gavin and Perotti (1997), shows a positive and statistically significant cor-
relation between output growth and changes in the budget balance. The last vertical bar 
restricts the sample to the 13 countries (mostly emerging markets) used by Gavin and Perotti 
and confirms their result of a low and not statistically significant correlation between output 
growth and changes in the budget balance. This suggests that Gavin and Perotti’s finding 
was driven by the behavior of Latin American emerging markets and that Latin America is 
not different from other developing regions of the world, where procyclicality is higher in 
emerging market countries. 

While the foregoing discussion has confirmed that there are large differences between 
the degree of fiscal procyclicality in developing and advanced economies, it has also shown 
that there are large differences within the sample of developing countries and that one 
should allow for heterogeneous effects when trying to estimate the degree of fiscal cyclical-
ity in this group of countries. But lumping together different types of developing countries 
is not the only problem with standard analyses of the difference in procyclicality between 
developing and advanced economies. There is also a problem with the variable that is usu-
ally used to measure the cyclicality of fiscal policy. Kaminsky, Reinhart, and Végh (2005) 
criticize the use of the budget balance to measure cyclicality and argue that procyclicality 
should be studied by looking at the behavior of public expenditure.17 According to their defini-
tion, countercyclical policies would be associated with a negative correlation between GDP 
growth and the growth rate of government expenditure, while procyclical policies would be 
associated with a positive correlation between these two variables.18 

Figure 3.10 focuses on the cyclicality of public expenditure and shows that in advanced 
economies, there is no correlation between output growth and expenditure growth (an 
observation consistent with an acyclical policy) and that in developing countries there is 
a strong and statistically significant correlation between output growth and expenditure 
growth (an observation consistent with procyclical policies).19 As in Figure 3.9, the group of 
middle-low-income countries is the one with the lowest procyclicality, but in Figure 3.10 the 
coefficient remains high and statistically significant for all subgroups of developing coun-
tries. In fact, Figure 3.10 shows that the various groups of developing countries have similar 
levels of procyclicality and that not only are the coefficients statistically significant, but they 
are also large. The point estimates are close to one, suggesting that a 1 percent increase in 
output growth almost fully translates into a 1 percent increase in government spending (in 
other words, the share of government expenditure in GDP remains constant). 

17 This is basically because revenues are directly influenced by GDP growth and any fiscal indicator that is expressed 
as a ratio of GDP is also directly influenced by GDP growth (see Kaminsky, Reinhart, and Végh, 2005, for more de-
tails). 
18 Alesina and Tabellini (2005) suggest that the distinction here is mostly semantic. In particular, while most authors 
define as countercyclical a policy that holds constant the tax rate and discretionary spending as a fraction of GDP 
over the cycle, Kaminsky, Reinhart, and Végh (2005) define such a policy as acyclical. 
19 Again, the blocks measure the point estimates and the vertical bars represent 95 percent confidence intervals.
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WHY PROCYCLICALITY?

So, everyone seems to agree that, 
when measured in the proper way, 
fiscal policies are countercyclical 
(or, at worst, acyclical) in the ad-
vanced economies and procyclical 
in developing economies. By why 
is this so? Do policymakers in the 
advanced economies know some-
thing that policymakers in devel-
oping countries do not know? In 
other words, is this different be-
havior on the part of policymak-
ers due to incompetence, or does 
it reflect deeper economic prob-
lems? The literature has suggested 
two classes of explanations for 
this situation. The first is based 
on capital market imperfections 
and borrowing constraints and the 
second on voracity effects and 
political distortions.20 

Gavin and Perotti (1997) argue that developing countries find it hard to follow a counter-
cyclical policy because, more often than not, they lack access to credit during recessions.21 
Consider, for instance, the case of a commodity exporter (which many developing countries 
are). If commodity exports are part of the collateral backing up a country’s sovereign debt, 
the value of the collateral moves together with the price of the commodity, and when the 
price of the commodity falls, the risk of default increases. As a consequence, the interest 
rate increases as well and, in some cases, it becomes so high that the country will be virtu-
ally prevented from accessing international capital markets. The opposite occurs when the 
commodity price increases. In such a situation, conducting a countercyclical policy would 
require the country to issue debt when it is expensive to do so and to retire debt at times 
when it is cheap to borrow (Rigobón, 2006). The bottom line is that policymakers located in 
developing countries would like to implement countercyclical fiscal policies, but they cannot 
do so because they cannot finance fiscal deficits during difficult economic times. 

20 A third possible explanation, which is still being developed at the time of writing, is that procyclicality occurs 
because fiscal spending converges over time to a desired spending level determined by long-run fundamentals and 
that the speed of convergence increases with the distance between desired and actual spending. In this setting, 
procyclicality is generated by the fact that convergence is faster during booms than during recessions, suggesting 
that governments in economies with postponed public consumption are hard pressed to spend whatever windfall 
they receive almost immediately (Galiani and Levy Yeyati, 2003). 
21 Riascos and Végh (2003) also emphasize market incompleteness. 
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Cyclicality of Government Expenditure

Source: Jaimovich and Panizza (2006a).  
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There are three questions that arise from this explanation. The first is: why is this not a 
problem for the advanced economies? The standard answer is that these countries do not 
face this sort of problem because they have small country risk premiums. As a consequence, 
the procyclicality of their interest rates is negligible. This suggests that any explanation 
of the procyclical behavior documented above needs to take into account the precarious 
creditworthiness of developing countries. Clearly, this gives rise to another question: why 
is precarious creditworthiness a problem for developing countries and not the advanced 
economies, when the latter often have much higher debt ratios? Chapter 12 focuses on 
this issue and shows that precarious creditworthiness is a greater problem for developing 
countries partly because they have smaller governments, more volatile sources of revenues, 
and a more dangerous debt structure. The third question has to do with lack of self-insur-
ance: why do developing countries not avoid borrowing in bad times by saving in good times 
and creating a stabilization fund? The answer is that they often try to do so, but stabiliza-
tion funds are problematic because they tend to be very expensive (see Chapter 14 for a 
discussion of this problem) and they can be easily expropriated by politicians. This problem 
is related to the second class of explanations for procyclical policies, one based on political 
rather than market failures.22

Tornell and Lane (1999) describe voracity effects that arise in the presence of various 
interest groups that compete for a share of tax revenues and treat the country’s resources 
as a common pool. The presence of such groups will generate procyclicality because when 
there is a positive shock to the country’s resources, no group will be willing to moderate its 
claims on the increased resources, as it knows that the saved resources will be appropri-
ated by another group. Talvi and Végh (2005) use a model that assumes that fiscal surpluses 
will generate political pressures for wasteful public spending. In order to avoid this waste-
ful public expenditure, a benevolent social planner will adopt a procyclical fiscal policy by 
decreasing taxes during booms (and hence avoiding the accumulation of surpluses) and 
increasing taxes during recessions. Alesina and Tabellini (2005) show that the political pres-
sure for higher spending assumed by Talvi and Végh (2005) represents optimal behavior in 
the presence of a situation that combines voters with imperfect information on the level 
of government borrowing and corrupt politicians who can appropriate part of tax revenues 
for their own consumption. Alesina and Tabellini’s empirical analysis is consistent with the 
main predictions of their model and shows that procyclicality is positively correlated with 
corruption. 

IS IT PROCYCLICALITY OR REVERSE CAUSALITY?

None of the explanations previously discussed takes into account one of the first things 
that one learns in economics: correlation does not imply causation.23 While it is uncontro-
versial to state that the correlation between GDP growth and either the budget balance or 
government expenditure is consistent with procyclicality in developing countries and coun-

22 Chapter 9 focuses on the political economy of debt and deficit.
23 This statement is unfair to Gavin and Perotti (1997), who list reverse causality as one of the possible explanations 
for their findings. However, they argue that reverse causality is only part of the story.
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tercyclicality in the advanced economies, these correlations do not prove that policymakers 
located in developing countries do adopt procyclical policies. This could be a case of what 
economists call “reverse causality.”24 

Box 3.2 discusses this problem in greater detail and shows that, if shocks to the growth 
rate of government expenditure are larger than shocks to GDP growth, any attempt to esti-
mate the effect of GDP growth on expenditure growth may end up capturing the opposite 
relationship (i.e., the effect of expenditure growth on GDP growth). Therefore, the standard 
finding of procyclical policy in developing countries and countercyclical policy in the ad-
vanced economies could be due simply to the fact that in the advanced economies, GDP 
growth shocks dominate shocks to expenditure growth (a situation like the one depicted in 
panel B of the figure in Box 3.2), and in developing countries, expenditure growth shocks 
dominate GDP growth shocks (a situation like the one depicted in panel C of that figure).25 

While reverse causality is a serious problem, if it were possible to find a variable that 
has a direct effect on GDP growth and no direct effect on the fiscal account, then it would 
still be possible to estimate the cyclicality of fiscal policy even in the presence of reverse 
causality (Box 3.2). Jaimovich and Panizza (2006a) argue that the average growth rate of a 
country’s trading partners has these properties and reproduce standard estimations of the 
relationship between fiscal policy and growth using this variable as an “instrument” for GDP 
growth.26 Figure 3.11 reports the results. It shows that once reverse causality is controlled 
for, fiscal policy in the advanced economies becomes clearly countercyclical (the coefficient 
is negative and statistically significant). In developing economies, instead, the coefficients 
are often negative (the exception is the middle-high-income countries, for which the coef-
ficient is close to zero) but not statistically significant, indicating that fiscal policy is either 
countercyclical or acyclical. This is an intriguing result suggesting that procyclical policies 
capture only part of the story in regard to the factors that lead to high volatility in emerging 
market countries. 

24 A brief illustration of the reverse causality problem is useful. Suppose a social scientist wanted to test the hypoth-
esis that going to the hospital makes people sick by looking at the health status of a randomly selected group of 
people. The social scientist would probably find a positive correlation between the probability of being sick and the 
number of visits to the hospital. It would, however, be wrong to use this evidence to claim that going to the hospital 
makes people sick. It is very likely that the causality goes in the opposite direction: sick people tend to go to the hos-
pital more often! The causality issue is very important because, in Rajan and Zingales’s (2003c) words: “Correlation 
is the basis for superstition, while causality is the basis for science” (109). A statistical technique that can address 
the causality issue is the instrumental variables method (Box 3.2).
25 Rigobón (2005) presents preliminary evidence that this explanation might be accurate. Rigobón notes that devel-
oping countries tend to be commodity producers, and the behavior of their budget balances is often directly linked 
to commodity prices. As increases in terms of trade lead to increases in government revenues, they are likely to 
increase expenditure as well.
26 Gali and Perotti (2003) adopt a similar instrumenting strategy to study the cyclical behavior of fiscal policies in the 
Euro Area.
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SUMMING UP

While the fiscal policy debate 
focuses on deficits, most debt 
explosions have little to do 
with measured deficits but 
arise from contingent liabili-
ties often associated with past 
policies or with inherent vul-
nerabilities in a country’s debt 
structure. While this finding 
has several important policy 
implications, it is important 
to start with what it does not 
imply. It does not imply that 
politicians should not worry 
about deficits. The statement 
above emphasizes measured 
deficits because debt explo-
sions are often associated 
with past deficits which were 
not appropriately accounted 
for (see Box 3.1) as a result 
of extrabudgetary activities. 
So, a first policy suggestion is 
to build better accounting systems that make it possible to keep track of liabilities as soon 
as they are incurred.27 But the findings of this chapter cannot be due only to measurement 
error associated with bad public accounting. If they could, positive and negative error would 
wash out, and there would be no evidence that a country’s change in debt is systematically 
higher than its deficit. Hence, there is something that induces politicians and bureaucrats to 
hide actual deficits and create “skeletons in the closet” which will then be associated with 
successive debt explosions (Aizenman and Powell, 1998). Hence, another policy implication 
is to expand the definition of budget tracked by the authorities and explicitly include in a 
country’s budget several of the items that are now off-budget. The market seems to know 
that these are important issues, and there is evidence that countries with better and more 
transparent accounting tend to have not only better fiscal results (Wallack, 2004), but also 
lower financing costs (Wallack, 2005; Cady and Pellechio, 2006).

However, poor accounting and implicit liabilities are not everything. The chapter shows 
that debt structure is extremely important. The usual arrangement, in which deficits are 
decided in the political arena and debt management is left to technocrats who often have 
the explicit objective of minimizing the cost of borrowing, may generate perverse incentives 
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Figure 3.11
Cyclicality of Government Expenditure:  
Instrumental Variables Estimations   

Source: Jaimovich and Panizza (2006a).  

27 It would also be ideal (albeit very difficult) to have an accounting system that keeps track of implicit liabilities (like 
those arising from an unfunded pension system or a poorly capitalized banking system).
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The cyclical behavior of fiscal policya can be 
assumed to follow the equation

EG = α + βYG + ε,                  (1)

where EG is the growth rate of public ex-
penditure, YG is the growth rate of GDP, ε is 
a shock to expenditure growth, and α and β 
are two parameters. The sign of β will de-
termine the cyclicality of fiscal policy, with 
β > 0 being associated with a procyclical 
fiscal policy and β < 0 with a countercyclical 
fiscal policy.

Now, it is necessary to note that pub-
lic expenditure is also likely to affect GDP 
growth (which is exactly why countercycli-
cal policies can stabilize income). Such a 
relationship between expenditure growth 
and GDP growth can be described by the 
following equation:

YG = a + bEG + u,                  (2)

where EG and YG are defined as before, u 
is a shock to GDP growth, and a and b are 
parameters, with b capturing the effect 
of expenditure on GDP growth. Standard 
Keynesian arguments suggest that b should 
be positive.b

Panel A of the figure that appears on the 
opposite page is a graphical representation 
of these two equations. The EE line plots 
equation (1) under the assumption of coun-
tercyclical fiscal policy (i.e., β < 0), and the 
YY line plots equation (2) under the assump-
tion that b > 0. Note that if the two lines 
do not move (i.e., if the shock parameters ε 

and u do not change), the only thing that the 
econometrician can observe is the intersec-
tion between the two lines (point A), and 
hence she will be unable to estimate either 
equation. What happens if the lines move? 

Panel B shows what happens when equa-
tion (2) moves a great deal and equation (1) 
moves very little (i.e., when the variance 
of u is larger than the variance of ε). In this 
case, the econometrician will observe the 
nine points labeled B1–B9, and by fitting the 
best line that passes through these points, 
she will be able to estimate an equation for 
the EE line (i.e., equation (1)).

Panel C, in contrast, shows what happens 
when equation (1) moves a great deal and 
equation (2) moves very little (i.e., when the 
variance of u is smaller than the variance 
of ε). In this case the econometrician will 
observe the nine points labeled C1–C9, and 
by fitting the best line that passes through 
these points, she will be able to estimate an 
equation for the YY line (i.e., equation (2)).

Panel D shows the case in which both 
equation (1) and equation (2) move a great 
deal. In this case, the econometrician will 
observe points D1–D9, and she will not be 
able to estimate either of the two equa-
tions. In a nutshell, this is the “identifica-
tion” problem that arises in the presence 
of simultaneous equations (or reverse cau-
sality).

There are statistical techniques that, 
if certain conditions are satisfied, make it 
possible to estimate systems of equations 
similar to the one described above. One of 
these techniques is called the “instrumental 

variables method.” This method requires a 
third variable (an “instrument”) that shifts 
one curve without affecting the other. Sup-
pose, for instance, that an econometrician 
is interested in estimating the fiscal policy 
function described in equation (1). Then she 
would need an instrument for YG. Such an 
instrument should have two key characteris-
tics: (1) it should be correlated with YG, and 

Box 3.2 “Identifying” the Cyclicality of Fiscal Policy

The Identification Problem

(2) it should have no effect on EG except the 
one that occurs through YG. 

a For a more technical discussion of these issues 
see Rigobón (2003, 2005).
b The literature on non-Keynesian effects suggests 
that b could also be negative (see Alesina et al., 
2002). In any case, the sign of the parameter does 
not affect the discussion in this box.
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The cyclical behavior of fiscal policya can be 
assumed to follow the equation

EG = α + βYG + ε,                  (1)

where EG is the growth rate of public ex-
penditure, YG is the growth rate of GDP, ε is 
a shock to expenditure growth, and α and β 
are two parameters. The sign of β will de-
termine the cyclicality of fiscal policy, with 
β > 0 being associated with a procyclical 
fiscal policy and β < 0 with a countercyclical 
fiscal policy.

Now, it is necessary to note that pub-
lic expenditure is also likely to affect GDP 
growth (which is exactly why countercycli-
cal policies can stabilize income). Such a 
relationship between expenditure growth 
and GDP growth can be described by the 
following equation:

YG = a + bEG + u,                  (2)

where EG and YG are defined as before, u 
is a shock to GDP growth, and a and b are 
parameters, with b capturing the effect 
of expenditure on GDP growth. Standard 
Keynesian arguments suggest that b should 
be positive.b

Panel A of the figure that appears on the 
opposite page is a graphical representation 
of these two equations. The EE line plots 
equation (1) under the assumption of coun-
tercyclical fiscal policy (i.e., β < 0), and the 
YY line plots equation (2) under the assump-
tion that b > 0. Note that if the two lines 
do not move (i.e., if the shock parameters ε 

and u do not change), the only thing that the 
econometrician can observe is the intersec-
tion between the two lines (point A), and 
hence she will be unable to estimate either 
equation. What happens if the lines move? 

Panel B shows what happens when equa-
tion (2) moves a great deal and equation (1) 
moves very little (i.e., when the variance 
of u is larger than the variance of ε). In this 
case, the econometrician will observe the 
nine points labeled B1–B9, and by fitting the 
best line that passes through these points, 
she will be able to estimate an equation for 
the EE line (i.e., equation (1)).

Panel C, in contrast, shows what happens 
when equation (1) moves a great deal and 
equation (2) moves very little (i.e., when the 
variance of u is smaller than the variance 
of ε). In this case the econometrician will 
observe the nine points labeled C1–C9, and 
by fitting the best line that passes through 
these points, she will be able to estimate an 
equation for the YY line (i.e., equation (2)).

Panel D shows the case in which both 
equation (1) and equation (2) move a great 
deal. In this case, the econometrician will 
observe points D1–D9, and she will not be 
able to estimate either of the two equa-
tions. In a nutshell, this is the “identifica-
tion” problem that arises in the presence 
of simultaneous equations (or reverse cau-
sality).

There are statistical techniques that, 
if certain conditions are satisfied, make it 
possible to estimate systems of equations 
similar to the one described above. One of 
these techniques is called the “instrumental 

variables method.” This method requires a 
third variable (an “instrument”) that shifts 
one curve without affecting the other. Sup-
pose, for instance, that an econometrician 
is interested in estimating the fiscal policy 
function described in equation (1). Then she 
would need an instrument for YG. Such an 
instrument should have two key characteris-
tics: (1) it should be correlated with YG, and 

Box 3.2 “Identifying” the Cyclicality of Fiscal Policy

The Identification Problem

(2) it should have no effect on EG except the 
one that occurs through YG. 

a For a more technical discussion of these issues 
see Rigobón (2003, 2005).
b The literature on non-Keynesian effects suggests 
that b could also be negative (see Alesina et al., 
2002). In any case, the sign of the parameter does 
not affect the discussion in this box.
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towards issuing too much low-cost, high-risk debt. Policymakers should be aware of the 
cost-safety trade-off and, by recognizing that more costly debt may have a desirable insur-
ance component, internalize this trade-off in their decision on the costs of financing a given 
deficit (this would lead to setting technocrats’ incentives in terms of both the cost and risk 
of debt). It is a welcome development that several emerging market countries are indeed 
moving in this direction.28 

What should one make of the results suggesting that the difference in fiscal procyclical-
ity between developing countries and the advanced economies is not as strong as previ-
ously thought? Again, one should start by highlighting what the findings of this chapter do 
not imply. They do not imply that the previous findings that the correlations between fiscal 
outcomes and GDP are different in developing countries and the advanced economies are 
wrong. In fact, the chapter presents strong evidence in support of those findings. What the 
chapter questions is the mechanism that drives this difference in correlations. While the 
previous literature has suggested that this difference was driven by differences in fiscal 
policy (possibly due to different constraints faced by policymakers in developing and ad-
vanced economies), this chapter offers a potential alternative explanation: that part of the 
difference might be due to differences in the exogenous shocks faced by the two groups of 
countries. Understanding more on the causes of these different correlations is extremely 
important, because if they are due to differences in policies, then any solution to the pro- 
cyclicality problem should focus on removing the constraints (due to either political or 
market imperfections) that lead policymakers to adopt procyclical policies. However, if they 
are due to the different nature of the shocks faced by developing countries, then any effort 
aimed at reducing procyclicality should be aimed at determining the main drivers of these 
different shocks. 

28 IMF (2006d, Box 3.2) discusses debt management in six emerging market countries (including Brazil and Mexico) 
and shows that debt managers in these countries are indeed asked to minimize financing costs while maintaining 
low levels of risk. 



CHAPTER 4 
History of Sovereign Debt
in Latin America

THE LATIN AMERICAN BOND MARKET IN HISTORY: 1820–1913 

More than any other region, Latin America provides an expansive historical experience on 
the contribution to economic development of foreign capital in general and sovereign debt in 
particular.1 Latin America is the only part of the formerly colonial periphery with two centu-
ries of post-independence historical experience. Once free from Iberian rule, Latin American 
countries rapidly embraced the use of global capital markets to finance their public debt 
(and, increasingly, their private sector debt as well). Perhaps surprisingly, their former colo-
nial status per se does not explain why they had not previously enjoyed this option; debt in 
British colonies would come to be held by a variety of creditors in the nineteenth century, 
particularly in the semiautonomous dominions. In Latin America, however, tight Iberian 
control and immature international financial markets had foreclosed the option of external 
financing from sources other than Spain and Portugal.

Independence opened the door to external finance starting in the 1820s. Over the 
next one hundred years, foreign capital flows arrived in four great waves—punctuated by 
defaults, crises, and periods of near autarky. With the outbreak of World War I, global bond 
issuances came to an abrupt halt, and they would not restart for Latin American countries 
until the 1990s. This chapter reviews the historical record of Latin American sovereign debt 
from 1820 to 1913 and highlights some important parallels between the course of events in 
the nineteenth century and today. 

First Wave 

In the 1820s, the newly independent governments of Latin America approached the bur-
geoning international capital markets of London and Amsterdam. Funding was sought to es-
tablish security and infrastructure, and on a smaller scale the private sector went in search 
of development finance. British investment dominated the first wave. 

In 1822, government bond issues with a face value of £3.65 million were floated by Co-
lombia, Chile, Peru, and the fictitious “Poyais” (see Box 4.1); in 1824, there were new issues 
by Colombia and Peru, plus Buenos Aires, Brazil, and Mexico, to the tune of £10.4 million; and 
in 1825, Peru (yet again), along with Brazil, Mexico, Guadalajara, and Central America, issued 
bonds for a further £7.1 million. Sold at an average discount of almost 25 percent, these £21 

1 This section draws heavily on della Paolera and Taylor (2006). 
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million in government bonds realized on net only £16 million for the borrowers. As investors 
soon discovered, these issues were at best risky, and at worst (in the case of Poyais) a fraud. 
When fiscal burdens escalated with the wars of independence and subsequent civil wars, 
the unseasoned sovereign borrowers soon found themselves with no means to service their 
debts, and a wave of defaults ensued. As a result, all Latin American bond issues were in 
default by 1827 (Rippy, 1959; Marichal, 1989; Stone, 1977). 

New loans were not extended to the region until the defaults were resolved and political 
and economic stability seemed more assured, a process that took years and, in some cases, 
decades (Table 4.1). Of the various 1820s sovereign issues that quickly failed, only the Brazil-
ian default was quickly resolved, in 1829, and most remained in default for decades, with 
restructuring attempts frequently subject to failure as well. Here was a seemingly clear case 
in which reputation mattered: the bad debtors paid for their defaults by being excluded for a 
long period from the financial markets (Lindert and Morton, 1989; Tomz, 2001).

Second Wave 

Starting in the 1850s, there was a marked renewal of interest in Latin America in the London 
capital markets, directed both at government bonds and at new private (especially railroad) 
investment. By 1880, these new investments had grown into a sizable stock that dwarfed the 
previous boom in the 1820s, and by then a total of £179 million was outstanding to Britain, 
£123 million in government bonds (69 percent) and £56 million in private enterprise debts 
(Table 4.2). The new surge in investment was driven in large part by a global trade boom from 
the 1850s until the onset of the Great Depression of the 1870s. More exports and imports 
meant more revenues (principally from customs duties) that governments could use to am-
ortize loans. These new debts constituted a major increase in leverage for the public sector 

Although all Latin American bonds were 
risky investments in the 1820s, European 
investors’ interest was so high and infor-
mation so sketchy that even a fictitious 
country, Poyais, managed to place bonds. 
In 1823, a Scottish swindler, Gregor Mac-
Gregor, claiming to be the “Cazique” of 
Poyais, described a thriving European col-
ony in Central America endowed with rich 
gold mines. He managed to issue bonds, 
exchange Poyaisian dollars for pounds ster-
ling, and even encourage immigration to the 
alleged settlement. 

Of course, the attempted colonists did 
not find the capital city of “Saint Joseph” or 
the rich gold mines while trekking through 
a plague-infested, isolated tract of jungle. 
MacGregor sold similar certificates and other 
Poyaisian material in both Britain and France 
during the 1820s and 1830s. Despite the evi-
dent fraud, he was never convicted of any 
crime and eventually retired to Venezuela.

Box 4.1  The State of Poyais

Source: Scottish Executive News (2004).
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Table 4.1  Default History of Latin American Government Bonds Issued in the 1820s

Borrower Principal owed (pounds) Resolution (if any)

Brazil 21,129,000 Arrears on interest paid and service   
  resumed in 1829.

Mexico 6,400,000 Refinancing in 1831 to cover principal and  
  arrears on interest. Quickly defaulted on.   
  New refinancing in 1837. More defaults and   
  re-funding. Resolved 1864.

Costa Rica 13,608 Inherited share of Central American  
  confederation debt. Principal paid off in   
  1840, but not arrears on interest.

Chile 1,000,000 Arrears on interest paid and service   
  resumed in 1842.

Peru 1,816,000 Arrears on interest paid and service   
  resumed in 1849. Default in 1876.

Colombia  3,375,000 Inherited 50% share of Gran Colombia debt.  
  (New Granada)  Principal and arrears paid off by new loan in  
  1845. Default in 1850. Principal and arrears  
  paid off by new loan in 1861.

Venezuela 1,923,750 Inherited 28.5% share of Gran Colombia  
  debt. Principal and arrears paid off by new  
  loan in 1841. Default in 1847. New  
  arrangements and further defaults then  
  followed.

Ecuador 1,451,259 Inherited 21.5% share of Gran Colombia  
  debt. Principal paid off by new loan in 1855.  
  Arrears cancelled in exchange for land  
  warrants and Peruvian bonds. Default in 1868.

Guatemala 68,741 Inherited share of Central American  
  confederation debt. Principal and arrears paid  
  off by new loan in 1856.

Buenos Aires 1,000,000 Resumed service in 1857.

El Salvador 27,217 Inherited share of Central American  
  confederation debt. Paid off 90% of debt in  
  1860, but balance not until 1877.

Honduras 27,217 Inherited share of Central American  
  confederation debt. Principal and arrears paid  
  off by new loan in 1867.

Nicaragua 27,717 Inherited share of Central American  
  confederation debt. Paid off 85% of debt face  
  value in 1874.

Source: Rippy (1959, 26–28).
Note: Poyais is omitted.
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and a test of governments’ creditworthiness after three decades of “financial hibernation.” A 
total of 50 major foreign loans were negotiated from 1850 to 1873, most of them in London, 
and a few in Paris and other European markets (Marichal, 1989).

But the extension of credit to sovereigns was more selective in the second wave as 
compared to the first—investors avoided riskier locations and started to follow the signals 
given by the few countries that had shown some dedication to debt service. With respect to 
sovereign loans, Brazil had worked harder than other countries to honor debts and was duly 
rewarded with the largest share of the new flows. Other countries took longer to re-establish 
their creditworthiness. Argentina did not fully resolve internal disputes and old debts until 
the 1860s, and only then were new loans negotiated. Paraguay borrowed in London in 1871, 
and Uruguay and Bolivia could do likewise in 1872 (the first Bolivian issue in 1864 had failed). 
Chile floated issues in 1858, 1865, 1866, 1867, 1870, and 1873 totaling £8.5 million. Costa 
Rica, Guatemala, and Honduras all issued nonrefinancing debt (new net inflows) at the peak 
of the investment boom from 1867 to 1872 (Rippy, 1959; Marichal, 1989).

As might be expected, risk premiums paid by countries varied over a wide range. Good 
risks like Brazil or Chile could float loans with 5 percent coupons at a price of 80 or 90, for 
a yield of under 6 percent, and Peru could offer approximately the same yields. Argentine 

Table 4.2 British Investments in Latin America at the End of 1880 

(pounds sterling)
  Private Government Government bonds    
Country Total enterprise bonds in default (year)

Argentina 20,338,709 9,105,009 11,233,700 n.d.
Bolivia 1,654,000 n.d. 1,654,000 1,654,000 (1875)
Brazil 38,869,007 15,808,905 23,060,102 n.d.
Chile 8,466,521 701,417 7,765,104 n.d.
Colombia 3,073,373 973,373 2,100,000 2,100,000 (1874)
Costa Rica 3,304,000 n.d. 3,304,000 3,304,000 (1874)
Cuba 1,231,600 1,231,600 n.d. n.d.
Dominican Republic 714,300 n.d. 714,300 714,300 (1872)
Ecuador 1,959,380 135,380 1,824,000 1,824,000 (1868)
Guatemala 544,200 n.d. 544,200 544,200 (1876)
Honduras 3,222,000 n.d. 3,222,000 3,222,000 (1872)
Mexico 32,740,916 9,200,116 23,540,800 23,540,800 (1866)
Nicaragua 206,570 206,570 n.d. n.d.
Paraguay 1,505,400 n.d. 1,505,400 1,505,400 (1874)
Peru 36,177,070 3,488,750 32,688,320 32,688,320 (1876)
Uruguay 7,644,105 4,124,885 3,519,220 n.d.
Venezuela 7,564,390 1,161,590 6,402,800 n.d.
Other 10,274,660 10,274,660 n.d. n.d.
Total 179,490,261 56,412,255 122,978,006 71,097,020

Source: Rippy (1959, 25, 32), with corrections.
Note: n.d. = no data.    
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coupons ran to 6 or 7 percent, and the issues sold at around 90, while Costa Rica floated 6s 
and 7s and sold them for about 70. But war-torn Paraguay had to offer 8s and Honduras 10s, 
and these bonds still could not be sold for more than 80 (Marichal, 1989).

But a global macroeconomic and financial crisis was stirring yet again, and a second 
wave of defaults spread over the region in the 1870s. By the end of 1880, of the £123 million 
in British capital invested in Latin American government bonds, more than £71 million (58 
percent) was in default (see Table 4.2). Some of these loans had been ill-conceived in the first 
place, and some were again tainted by fraud. But even legitimate loans in the larger republics 
ran into servicing problems as the global depression spread. 

Credit conditions suffered. A much wider global debt crisis was under way of which 
Latin America was only a small part: by 1876 fifteen non-European nations had defaulted to 
the tune of £300 million. Global capital flows again ground to a halt, and irate bondholders 
chased down the insolvent republics long into the 1880s. Settlements were again drawn out, 
and defaulting governments were shut out of new borrowing during negotiations and often 
for many years beyond. 

Third Wave, Crash, and Fourth Wave 

An even bigger borrowing boom began in the 1880s as global economic activity, and especially 
trade, recovered. Defaulting governments gradually straightened out their fiscal problems and 
sought access to credit again. The overall flows were massive, and by the end of 1890 total 
British investments in the region were about £425 million, more than double the 1880 total. Of 
this, £194 million was held in government bonds, now for the first time surpassed by a slightly 
higher amount, £231 million, in securities issued by private enterprises (Rippy, 1959).

The regional distribution of the new wave of investment favored those countries that 
prospered the most in the new trade boom. In the 1880s, capital inflows were concentrated 
in just five countries: 37 percent in Argentina, 17 percent in Mexico, 14 percent in Brazil, 
7 percent in Chile, and 5 percent in Uruguay. Government loans were even more skewed, 
with 60 percent of all new loans going to Argentina and Uruguay. Economic divergence was 
starting to be seen: foreign capital—which sought out the most profitable investment, the 
most dynamic economies, and the most creditworthy countries—played a part in furthering 
economic divergence in the region (Marichal, 1989).

Foreign capital could have helped some countries accelerate their development, a clear 
gain. But open capital markets required greater fiscal discipline, could quickly punish the 
guilty for their inconsistent policies, and could even hurt innocent bystanders through vola-
tility over the business cycle and contagion during periodic crises. As financial development 
and monetization in Latin American economies grew in the late nineteenth century, the 
consequences of government-induced macroeconomic crises became deeper and more far 
reaching. With any increase in the probability of default, sovereign spreads widened and the 
capital market tightened. Domestic banks found themselves in distress, and a credit crunch 
followed that squeezed local borrowers. Whereas government defaults in the 1820s and 
1870s could bypass premodern economic modes of production that relied more on retained 
profits and less on financial intermediation, by the 1890s the region’s more modern econo-
mies risked more-resounding economic crises after a default. The major crises in the 1890s 
for two large capital recipients, Argentina and Brazil, illustrate these new financial risks. 
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The first crisis occurred in Argentina—arguably the world’s first example of a modern 
“emerging market” crisis, combining debt crisis, bank collapses, maturity and currency 
mismatches, and contagion. Argentina’s bold development strategy of the 1880s rested 
on a highly leveraged parastatal banking sector, which borrowed in gold and lent in pesos. 
When the economy faltered and the fiscal gap widened, it was covered by means of printing 
money, which broke the exchange rate peg and unleashed inflation. A generalized financial 
and banking crisis ensued, and stabilization and debt restructuring took the better part of 
a decade. Foreign capital flows dried up, and a global recession contributed to a delayed 
recovery (della Paolera and Taylor, 2001).

A second crisis followed in Brazil. Political and economic instability was high in the 1890s 
following the proclamation of the republic: the country was adjusting to the abolition of slav-
ery, the gold standard had been abandoned, and inconsistent monetary and fiscal policies 
had the presses printing money at full speed. The currency steadily devalued, by a factor of 
3.5 from 1890 to 1898, adding to the domestic costs of debt service. Default was put off for 
a time but was unavoidable in 1898–1900, and again in 1902–1909. By then, the real economy 
was in deep recession, having never really recovered from the financial instability of the early 
1890s (Cardoso and Dornbusch, 1989; Fishlow, 1989; Triner, 2001).

The root cause of these crises looks familiar. Both Argentina and Brazil had increased 
their government debt levels at a fast pace as a result of persistent and large deficits, a re-
flection of the inability of the governments to balance the books and set out a sustainable 
fiscal path. Eventually a debt ceiling was reached, and markets were unwilling to roll the 
debt over one more time. Both countries paid a high price during the messy cleanups that 
followed. Argentina’s national debt service was backstopped by rollovers agreed to by the 
1891 Rothschild Committee, but at such a punitive interest rate that the deal had to be rene-
gotiated almost immediately that same year. Brazil’s 1898 funding loan, another Rothschild 
product, had harsh adjustment conditions attached to it. 

The global capital market quickly recovered from the crisis of the 1890s, although coun-
tries badly affected, most notably Argentina, took longer to recover. However, compared to 
the 1870s boom and bust, this one was not associated with widespread default in the region, 
but rather a more general and global increase in country risk that slowed foreign capital 
flows for the better part of a decade. Inflows to Argentina and Uruguay were sluggish in the 
1890s, but in other countries in the region, the tap was still open. 

WHY WAS LATIN AMERICA THE FAVORITE OF THE MARKETS?

Latin America played a prominent role as recipient of capital flows in the nineteenth century. 
Between 1880 and 1913 the region received about one-quarter of total British foreign capital 
flows (Table 4.3). Yet many countries in the region were involved in military and political 
conflicts, had weak institutions, and showed serious inconsistencies in applying sound fiscal 
and monetary policies. What accounts for this market preference? 

Investment Needs and Savings Scarcity

In the nineteenth century, global capital followed closely a textbook pattern of flowing from 
advanced, capital-rich countries to less-developed, capital-scarce economies (see Figure 
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4.1). In Latin America, government financing accounted for a large fraction of overall capital 
inflows, because public sector needs were closely correlated with the level of investment 
demand in the country as a whole. The case of transport infrastructure is a typical example 
of the strong complementarity between private and public sector investment. When the 
railroads were publicly operated, lending was directed via government borrowing. But even 
when they were privately owned, construction of railroads was often accompanied by 
significant public expenditure: related infrastructure, guarantees and subsidies, and so on. 
The same was true of ports, canals, and other large transportation-related projects. Latin 
American countries had very different investment needs in the nineteenth century, and this 
certainly affected their overall need to draw on foreign capital inflows, and infrastructure-led 

public borrowing in particular. As noted 
above, foreign financing of railways was 
a dominant category of foreign capital 
flows in this period (Twomey, 2000). 

Financing needs also came about 
as a result of the insufficiency of do-
mestic savings and the underdevelop-
ment of domestic financial markets. 
For example, Davis and Gallman (2001) 
find that in the “settler economies,” 
the British dominions generally had 
more advanced financial systems than 
Argentina, a finding consistent with 
the account of della Paolera and Taylor 
(2003). In the Argentine case, penetra-
tion by foreign banks, many of them 
branches of London banks, brought the 
country to the doorstep of the deep 
and liquid British financial markets. In 
this type of setting, foreign financial 
development can substitute for—and 
thus crowd out—domestic financial de-
velopment. This effect was probably 

at work in many less-developed economies, within and beyond the British Empire, before 
1914. 

In addition, in many Latin American countries savers were rather scarce for demographic 
reasons. Taylor (1992) made the argument for Argentina, but it applies to many other coun-
tries too. In many developing countries then, as now, fertility and population growth rates 
were very high. The standard life cycle argument would predict that such countries would 
tend to save less, as compared to countries with a more mature population with greater 
numbers in high-saving midlife cohorts. Taylor and Williamson (1994) show how these effects 
could explain a fair portion of the capital flows from Britain to the settler economies before 
1914. The small size of the domestic financial markets was an additional reason pushing 
governments to borrow from abroad. 
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Policies, Institutions, and Reputations

Sovereign risk premiums, the spread over the market’s benchmark bond yield (in those days 
the British consol), also varied significantly across countries and over time, as seen in Figure 
4.2. In extreme cases, countries suffered complete market exclusion, typically as a result of 
unresolved past defaults. What drove risk premiums? A considerable body of research in re-
cent years has explored this topic, and the answers have focused on policies (adherence to 
the gold standard, fiscal balance), political and institutional factors (wars, colonial linkages), 
and reputations (the history of defaults and their resolution).2

There is evidence that sovereign borrowers received a lower risk premium when they 
adhered to the gold standard, which has 
been interpreted as the equivalent of a 
“seal of approval” on policies (Bordo and 
Rockoff, 1996). Because countries needed 
to maintain sound policies to operate a 
credible commitment to the gold stan-
dard, this automatically reassured bond-
holders of a country’s creditworthiness. 
The risk premium fell by an estimated 40 
or more basis points upon adoption of the 
gold standard (Obstfeld and Taylor, 2003). 

Gold was a highly relevant policy 
issue for the Latin American countries 
because they were generally among the 
weakest countries maintaining gold stan-
dard adherence. What was it about the 
region’s economies that made it so dif-
ficult for them to stick to a hard mon-
etary regime? Volatility seems to be the 
answer. The Latin American economies 
seem to have been more susceptible than 
any other group of countries to extreme 
fluctuations in public debt-to-GDP ratios. 
The region’s governments engaged in big 
run-ups in debt levels during periods of 
easy credit, which halted suddenly dur-
ing tighter times or after a default/repudiation episode. Latin American countries were 
burdened with considerable fiscal volatility, either because their tax revenues were volatile 
(owing, for example, to trade volatility and terms-of-trade shocks affecting customs rev-
enue) or because spending was volatile (owing, for example, to wars and military spending 
caused by internal or external political instability). Moreover, governments’ propensity to 
use external borrowing was sometimes fed by institutional weakness of a different sort: 
governments pursuing short-run prosperity for political gain. Whatever the origin, it is clear 

2 The most comprehensive coverage of this topic is in Mauro, Sussman, and Yafeh (2006).
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that Latin American governments lived in a more fiscally volatile world and witnessed more 
dramatic fluctuations in their debt positions than countries elsewhere in either the core or 
the periphery. 

Military conflicts involving the sovereign borrower, both civil wars and inter-state wars, 
were often behind episodes of insolvency, especially in the turbulent period immediately 
following national independence. Furthermore, wars often meant going off gold, worsening 
the deterioration in creditworthiness. In fact, political and institutional determinants were 
so unfavorable in the region that it is not clear how most parts of Latin America could have 
been expected to attract large-scale capital inflows. Spain and Portugal did not establish 
colonies that were characterized by good political and economic institutions. Power was 
concentrated in privileged elites, democracy never flourished, and property rights and the 
rule of law were weak (except where needed to protect the elite). Although these flaws per-
sisted after independence, the region did manage to sustain strong economic growth in the 
nineteenth century and hence became attractive to foreign capital, except where the worst 
political and institutional failures could not be contained. 

It is fair to say that Latin America’s post-independence experience remains relatively 
neglected in the theories currently in vogue that stress the importance of colonial-times 
institutions. Despite their weak institutions, countries in the region enjoyed respectable eco-
nomic growth and capital market access. Although defaults were undoubtedly higher than in 
the British Empire group, the region still managed to attract significant capital flows despite  
higher default risks. The returns must have outweighed the risks in the eyes of the investors. 
Colonial origins did not doom the region to failure, at least up to 1914. 

Nonetheless, frequent episodes of default were a major factor influencing the cost and 
availability of foreign financing for Latin America in this period. The crises of the 1820s and 
1870s started to cement in investors’ minds the untrustworthiness of Latin American sover-
eign borrowers, a reputation that was to expand in the years ahead and that persists even 
to this day. 

According to Tomz (2001), of the 77 government defaults from 1820 to 1914, 58 (75 
percent) involved Latin American countries. Compared to other periphery countries, the 
economic potential and sovereign independence of the region obviously encouraged this 
outcome: the potential for high returns favored more borrowing ex ante, and independence 
from empire gave more freedom to default ex post. Another factor may have been a rela-
tively modest cost for a soiled reputation, according to some estimates. Studies put the 
penalty for default at about 100 basis points for a full default and 50 basis points for partial 
defaults (Obstfeld and Taylor, 2003; Ferguson and Schularick, 2006; see Chapter 12 for a 
discussion of the cost of default). Figure 4.3 shows the incidence of sovereign default in the 
region from 1820 to 1940, and the fraction of years that debtors spent in default status is 
impressive: 38 percent on average. 

 
CHARACTERISTICS OF THE HISTORICAL SOVEREIGN BOND MARKET

In the nineteenth century, sovereign bonds typically had a very long maturity. Their maturi-
ties averaged more than 20 years, while in the current globalization period of the 1990s and 
2000s, the issue of Eurobonds by emerging market sovereigns was at maximum maturities of 
7 to 10 years. Also, in the 1870–1913 period, early redemption clauses were the norm in the 
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structuring of public debt is-
sues. These were the so-called 
“lottery clauses,” allowing par-
tial repayment and conversion 
on bonds whose numbers were 
drawn randomly at specified 
moments.3 This implies that 
the international capital mar-
kets of the nineteenth century 
(notably, the London market) 
offered favorable conditions 
to debtor countries, allowing 
them to refinance and swap 
long-term debt instruments 
for comparable instruments at 
lower interest or coupon rates 
to exploit favorable liquidity 
conditions, perhaps more eas-
ily than in the modern market.

Most of the sovereign 
bonds floated by Latin American countries in the period were denominated in foreign cur-
rency or in terms of gold (or else had “gold clauses,” allowing the creditor to choose to be 
paid in gold). Moreover, Latin American countries, especially Brazil and Argentina, also is-
sued domestic debt with gold clauses. Although this was fairly common practice in emerging 
markets at the time, the acute credibility problems created by monetary and fiscal policies 
in Latin American countries left them with little choice in the matter (Bordo and Meissner, 
2005). 

In terms of seniority, a notable difference between international markets then and those 
today was that in many debt issues, export revenues and tax revenues were earmarked as 
collateral to guarantee servicing of the debt. This granted some public bonds an explicit 
seniority over other bonds of the same type and issued by the same national political entity. 
Most bond issues in current times include “negative pledge” clauses that prevent the selec-
tive use of collateral. In the same vein, “sharing” clauses, which prevent selective default on 
certain bonds, were not used very often in the nineteenth-century market. 

A country’s cost of borrowing was closely associated with its track record. “Seasoned” 
borrowers could expect to pay much lower spreads than debtors with poor reputations. But 
the difference narrowed or disappeared during good times, times of abundant liquidity and 
solid performance in the global economy, as emphasized by Tomz (2001). During the first 
wave of lending (the 1820s), the Latin American economies were new borrowers par excel-
lence, and spreads were around 350 basis points. In the second wave of the 1870s, the mar-
ket attached reasonable premiums to seasoned borrowers and to countries that had settled 
past defaults or were new entrants, but the proven “lemons” or junk bonds were trading at 
an average yield of 27 percent.

3 Because bonds sometimes traded above par, investors who “won” lotteries in those cases actually lost money.
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The high cost of capital in the first wave might have been associated with the building 
up of reputation for the early borrowers, but in addition, genuine asymmetric-information 
problems were surely quite acute during the 1820–1870 period. Paucity of information, in 
fact, was a major issue, especially until the second wave in the 1870s. In the 1820s there 
were in London several important newspapers which compiled quite sophisticated data on 
bond pricing and volumes traded and also reported on the political and economic news of 
different countries. The Colonist, Common Sense, The Times, and Course of Exchange fol-
lowed Latin American debt closely during the first wave on a daily basis until the generalized 
defaults of 1826–1827. Della Paolera and Taylor (2006) collected data on a substantial por-
tion of the sovereign bonds outstanding for the six years 1822–28 and constructed a Latin 
American bond composite index that is quite comparable to the current Emerging Markets 
Bond Index (EMBI) (Figure 4.4). 

During the second wave, by contrast, news was much more widely available. Informa-
tion on macro variables such as outstanding debt per nation, trade flows, fiscal positions, 
population, railway construction as a proxy for investment, and prices and quotations of 
sovereign bonds was readily available from additional sources such as Investor’s Monthly 
Manual, The Economist, Palmer’s Index, and the Annual Reports of the Corporation of Foreign 
Bondholders, which was created in the mid-1860s as an association of British investors hold-
ing bonds issued by the emerging economies. 

Defaults and Their Resolution
 

The major Latin American nations in the wave of the 1820s—Brazil, Chile, Mexico, Peru, 
Gran Colombia, the Federation of Central America, and the Province of Buenos Aires (which 
seceded in the 1820s from the Argentine Confederation)—all defaulted between 1826 and 
1828. All of these borrowers had issued their sovereign bonds in the early 1820s, but by the 
mid-1830s, they had started renegotiating and settling their debt situations. Their situations 
were completely regularized no later than the 1870s, with arrangements that capitalized 
interest and amortization arrears. Although repayment was often very delayed, in this first 
wave there were no cases of outright repudiation. 

In between the two waves, for the period 1850–1873, the approximate total of outstand-
ing foreign loans to Latin America was £140 million—but 45 percent of this stock was simply 
devoted to refinancing the defaults of the 1820s. Later, after the crisis of 1873, which saw a 
massive fall in the price of commodities, eight Latin American countries defaulted, but most 
of them restructured in the 1880s, with the exception of Honduras, which was in a perennial 
situation of default and was one of the few cases in which gunboat diplomacy was applied (in 
1905–1907). Hence, most countries were in some sense willing to restructure their debts and 
resume service when they could take advantage of renewed liquidity in global capital mar-
kets. Interestingly enough, in the cases of both Chile (a span of 18 years of outright default) 
and Argentina (a period of 16 years of outright default and 13 years of a unilateral partial-
repayment scheme), debt restructuring did not include any debt relief or principal reduction 
schemes. In the case of Brazil, the most significant principal owed, about £21 million, went 
into default by the mid-1820s, but default was short lived, and already as early as 1829, ar-
rears on interest were paid and service resumed normally (again, see Table 4.1). 
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In the period of the 1880s and 1890s 
Argentina alone was the recipient of 30 
percent of all foreign loans to Latin Amer-
ica, followed distantly by Brazil, with 14 
percent of total foreign loans inflows to 
Latin America. It is no surprise, then, that 
when Argentina started to reveal by the 
end of 1890 that it would have problems 
servicing its foreign debt, a panic arose 
in London, and means were sought to 
avoid a contagion in the event of an 
Argentine default. This event became 
famously known as the Baring Crash 
of 1890–1891. To avoid an across-the-
board default by Argentina, the Bank of 
England coordinated a rescue operation 
in January 1891 that involved a syndicate 
of merchant banks providing a “standby” 
loan of £15 million, a “6 percent fund-
ing loan,” to cover the full service of the 
external debt over three years for the 
Argentine bonds. This arrangement, known as the “de la Plaza–Bank of England agreement,” 
also included very harsh conditionality measures. Yet, in spite of the stabilization reform 
efforts, it became clear in 1892 that the package had failed to put debt service onto a sus-
tainable path. The real yield at which the funding loan was floated was 16 percent at a time 
of recession, when the debt-to-GDP ratio rose from 72 percent to 91 percent. A debt forgive-
ness package was proposed by J. J. Romero in 1893 to a committee of creditors headed by 
the House of Rothschild, leading to a successful resolution (della Paolera and Taylor, 2001, 
106–117). Argentina’s “Romero Agreement” of 1893 stated that, between 1893 and 1898, the 
Argentine government would pay half the level of original debt service envisaged in the de 
la Plaza–Bank of England agreement, then from 1898 onwards, it would pay the full level of 
debt service, and finally from 1901, the government would begin to amortize principal on the 
national sovereign bonds. Therefore, the Argentine bonds were never technically in default, 
but they avoided default only through two sequential restructuring operations. It is impor-
tant to note here that some provincial and municipal Argentine bonds had been in default 
since 1891 and that the federal government would assume those obligations, some as late 
as 1898. Argentina could float new bonds again only in 1901, so the country was effectively 
without access to international financing for almost a decade. 

AFTER THE COLLAPSE

In the space of the next few decades, the integrated global markets for goods, capital, and 
labor that had been built over the course of the long nineteenth century were effectively 
destroyed. The outbreak of World War I led to capital controls and the collapse of the gold 

Figure 4.4  
London Latin American Bond Market in the 
1820s: Composite Yield Index Using Coupon-
Price Ratio 

Source: della Paolera and Taylor (2006).
Note: Index comprises Argentina (Buenos Aires), Brazil,  
Colombia, Chile,  Mexico, and Peru.   
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standard under inflationary war-financing policies. The core European countries, and Britain 
in particular, were no longer in any position to export capital to the developing world. The 
center of the world capital market gradually shifted from London to New York, but the Ameri-
can capacity to supply funds to the rest of the world did not fill the void left by the British. 
There was considerable distress in the region in the wartime years: Brazil defaulted again, 
for example, as did Uruguay and revolutionary Mexico, but Argentina did not, despite a brutal 
recession. The 1920s were a period of marked improvement for Latin American borrowers, 
notwithstanding the still-uncertain outlook in the world economy. By late in the decade, 
capital flows to the region seemed to be on their way to recovering their previous shine, but 
this was soon to change. 

In the 1930s, the situation grew gloomier. The Great Depression reached its lowest 
point from 1929 to 1933. Capital controls and competitive devaluations became widespread. 
Nearly all Latin American countries also adopted capital controls in this decade, most fell in 
default of their external debts, and several attempted to maintain multiple exchange rates, 
which gave rise to active parallel markets in foreign currency. Despite these unfavorable 
conditions, some countries remained engaged with capital markets as best they could in 
the 1930s. A small few, notably Argentina, did not default, and they were rewarded with 
favorable access to new trickles of capital in the late 1930s. Others continued engaging 
with creditors to renegotiate debts, perhaps hoping for a resumption of global flows. Many 
governments managed to shrink their debt burden through secret buybacks of their own 
debt at the deep discount that was offered by the secondary market. Through buybacks, 
unilateral offers to creditors, or renegotiation, several countries achieved substantial debt 
concessions. In this decade, at least, default had little stigma attached to it—almost every 
bank, enterprise, or country was afflicted by it. Reputations could be rebuilt, then, but as it 
would turn out, another war and a new backlash against global finance would soon render 
efforts in this direction moot, and no significant capital flows would be seen again in the 
region for three or four decades. 

From the 1940s to the 1980s, the constraints on global capital markets were to fluctu-
ate, but not until the 1990s did financial globalization appear to regain prominence again, 
and even then, on a more modest scale than in the nineteenth century. Virtually no foreign 
capital flowed from rich to poor countries for most of the period after World War II. And 
when capital flows resumed in the 1970s and 1980s, they tended to favor areas other than 
Latin America. Foreign direct investment provides a sharp example. In 1914, and similarly 
in 1938, Latin America accounted for about 55 percent of world stock of inward foreign 
investment in developing countries, but by the year 1990, the region accounted for only 37 
percent (Twomey, 2000). Asia has gained significant market share, but the major destination 
of gross flows from advanced economies is now to other advanced economies.4 With the 
resumption of capital flows, major debt crises have again swept over the region in a manner 
eerily reminiscent of the experiences from the 1820s to the 1930s. Sovereign debt exploded 
in the 1970s in the form of bank loans, in the context of the global growth slowdown and 
the recycling of the so-called petrodollars of newly rich creditors in the Organization of the 

4 The decline in importance of foreign direct investment (FDI) for the Latin American economies is dramatic. In 1914, 
the stock of FDI was estimated to be the equivalent of 270 percent of GDP, while by 1990, after a modest recovery, 
it amounted to only 47 percent (Twomey, 2000).
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Petroleum Exporting Countries (OPEC). International bank lending to Argentina, Brazil, and 
Mexico doubled from 1979 to 1981. In 1982 a default crisis engulfed these countries and 
many others in the region and elsewhere on the periphery. A recession in the global econ-
omy, high interest rates, weak commodity prices, and overborrowing led to another familiar 
scenario. Renegotiations and an orderly working out of this debacle took almost a decade, 
during which the door to financial markets was temporarily shut once again and the region 
endured more political and economic turmoil. 





CHAPTER 5 
The International Emerging 
Bond Market Today

FROM THE DEBT CRISIS TO THE NEW BOND MARKET

THE TWO WORLD WARS, the Great Depression, and the end of the first era of globalization 
witnessed a long hiatus in private international lending to developing countries. When such 
lending resumed in the 1970s, the traditional bond instrument was replaced by syndicated 
loans from international banks. With the advent of the Eurodollar market, “money center” 
banks created syndicates to make international loans to middle-income countries. This ac-
tivity received a big impetus when the surpluses of the oil-exporting countries started to 
increase liquidity among the banks. At the same time, developing countries’ demand for ex-
ternal financing was growing in step with their trade deficit, and international financial insti-
tutions and policymakers from the largest industrial countries seemed to encourage recycling 
of oil surpluses to allow an easier adjustment to the oil price shock in the global economy. 

The syndicated bank loans of the 1970s were mostly short or medium term, at variable 
interest rates, and denominated in U.S. dollars. It was a period of high inflation and low, even 
negative ex post real interest rates, in the context of high export prices and strong global 
demand for the products of most developing countries. But the nature of the loans meant 
that borrowing countries were assuming essentially all the risks if the conditions prevailing at 
the time of the loans changed. Indeed, when real interest rates turned highly positive and the 
world economy slowed down at the end of the decade, borrowing countries began to face 
serious debt sustainability problems, especially those that had been more profligate during 
the period of abundant liquidity in international markets. 

The public statement by the finance minister of Mexico, in August 1982, that Mexico 
was unable to service its debts marked the end of a wave of capital inflows. In the follow-
ing months and years, most other large borrowers followed suit and defaulted on their 
debt obligations in one way or another. The debt crisis that ensued had serious economic 
consequences. In the borrowing countries, it created the need to make huge adjustments to 
budget deficits and external current accounts; in many countries the difficulty of implement-
ing these adjustments resulted in high inflation or hyperinflation. Domestic economies fell 
into deep recessions, while private investment collapsed and remained depressed for years 
under the weight of a “debt overhang” that would persist for years. (Chapter 10 describes 
the debt overhang problem.)1

1 The literature on the debt crisis of the 1980s is very rich. Useful retrospectives are to be found in Cline (1995) and 
Dooley (1995); an interesting collection of papers that provides an overview of issues and ideas at the beginning of 
the resolution of the crisis is Husain and Diwan (1989).
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The debt crisis of the 1980s also had a substantial impact in the financial markets of the 
advanced economies. Some of the largest banks in the United States and other developed 
countries were holding sizable amounts of the defaulted debt, and heavy losses on devel-
oping country debt threatened their financial soundness. At least four of the largest U.S. 
banks had exposures on loans to Latin American countries that exceeded their total capital. 
Although the situation was a little less extreme, several major banks in the United Kingdom, 
Canada, and Japan were likely to become insolvent if claims on Latin American sovereigns 
had become worthless.

In that environment, the solution to the debt crisis became difficult and protracted. It 
involved bilateral negotiations between debtor governments and creditor committees rep-
resenting the main banks, but it was strongly influenced by the policies and initiatives of 
the international financial institutions and the governments of the advanced economies. In 
the end, a new strategy was announced by U.S. Secretary of the Treasury Nicholas Brady in 
March 1989 that provided official incentives, through IMF and World Bank loans, for agree-
ments to restructure debts into bonds with significant write-downs of the claims. The ob-
jective—which the strategy proved successful at achieving—was to bring debtor countries 
back into sustainable positions without causing destabilizing financial losses to the creditor 
commercial banks.

THE RISE OF THE EMERGING MARKET ASSET CLASS

The restructuring of sovereign debts of developing countries under the Brady Plan marked 
the return to bond financing for Latin America and emerging markets more generally. The 
first operation was the Mexican debt restructuring in 1990, and it was followed by similar op-
erations in 20 other countries in the following years. The deals exchanged new Brady bonds 
for defaulted syndicated bank loans. Some of the bonds preserved the value of the principal 
but carried significantly discounted coupons (“par” bonds), while others carried coupons 
more in line with market interest rates but discounted the face value (“discount” bonds). 
Many of the bonds also had some form of enhancements in the form of partial guarantees or 
“value recovery rights” (VRRs) which offered extra payments if certain economic conditions 
were met. (Box 5.1 discusses the VRRs included in these deals.) The guarantees typically 
consisted of collateral in the form of zero-coupon U.S. Treasury bonds which would cover 
part of the payments in case of default on the Brady bonds (see Box 10.2).

By the early 1990s, an active market for the new Brady bonds was in full swing. Sup-
ported by strong—if sometimes fickle—investor appetite, sovereigns in Latin America and 
other emerging markets began to issue Eurobonds and global bonds in the 1990s, which 
started to displace the original Bradys and now dominate the markets.2 In fact, most coun-
tries preferred to replace their Brady bonds with bonds of other types because they felt that 
the origin of the Bradys in the restructuring of defaulted loans was a reminder of a tainted 
past, and certain features—such as partial guarantees—that were introduced to facilitate an 

2 A Eurobond is an instrument denominated in a currency different from that of the country in which the bond is 
issued. The first Eurobond (issued in 1963) was a dollar-denominated instrument issued in Luxembourg by an Italian 
company. Global bonds, in contrast, can be denominated in the currency of the country that issues the bonds and 
can be simultaneously offered on several markets. 
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agreement with creditor banks were proving unattractive to current bond investors. Of the 
total global volume of $175 billion in Brady bonds that was issued, just over $10 billion remain 
in circulation now, after buybacks (including some ongoing operations), amortizations, and 
some new defaults and restructurings that have occurred in the past few years. Latin Ameri-
can countries have been the most active in buying back or exchanging their Brady debt, and 
their share of these instruments has fallen sharply (Table 5.1). 

Many Brady deals included a “sweetener” 
for the creditor banks in the form of value 
recovery rights (VRRs). Payments on VRRs 
were contingent on favorable conditions for 
the debtor countries, especially in regard 
to exports. The general principle was that, 
if the debtor country’s terms of trade or 
economic conditions improved, creditors 
could also benefit from these improvements 
by receiving additional payments. For ex-
ample, Mexico’s and Venezuela’s VRRs were 
contingent on the international price of oil 
(in the case of Mexico, on a combination of 
price and export volumes), and Costa Rica’s, 
Bulgaria’s, and Bosnia-Herzegovina’s were 
contingent on either the growth rate or the 
level of GDP reaching a certain value (see 
World Bank, 2004a).

Although the VRRs included in these 
deals became a marginal part of the emerg-
ing debt market, their inclusion was a valu-
able experience on the road to creating 
contingent debt instruments. Some of the 
lessons from this experience stem in fact 
from design flaws in some of the VRRs. For 
example, instruments with low market value 
failed to attract much investor interest be-
cause the small—and likely illiquid—market 
did not justify the cost of learning how to 
value the instrument. This was the case, for 
example, with VRRs that were well “out of 
the money” at issue because the conditions 
under which the payments associated with 

them would take place were not likely to be 
met until many years later. Similarly, inter-
est was very slight when the formula that 
determined the payoff amount was unnec-
essarily complicated, as this also raised the 
cost of getting the instrument on the radar 
screens of investors.

Another important lesson involved the 
convenience of making VRRs detachable 
from the main bond with which they were 
associated, such that they could be traded 
as separate financial instruments, as was 
the case with Mexico’s VRR. Bonds that 
had VRRs attached to them were of a dif-
ferent nature than the rest of the bonds 
issued by the same country and detracted 
from the desirable feature of offering a full, 
liquid yield curve for the country’s debt. 
Market participants value the liquidity of a 
financial instrument and the possibility of 
trading along a complete curve of different 
maturities, and this results in lower spreads. 
As bonds with VRRs did not contribute to 
the yield curve, they detracted from the ef-
fort to offer the fullest yield curve possible. 
Similarly, bond markets found the partial 
guarantees that were included in some of 
the Brady bonds to be an obstacle to devel-
oping a clean, transparent yield curve. In 
fact, Brady bonds started to be quoted and 
traded stripped from their collateral; this 
stripping could be achieved by selling short 
the corresponding U.S. Treasury bond. 

Box 5.1  Value Recovery Rights in Brady Bonds
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The retirement of the Bradys 
is in fact a sign of the strength 
of the emerging economies’ sov-
ereign bond market, which has 
grown to significant proportions in 
global capital markets. According 
to Bank for International Settle-
ments figures, total outstanding 
international sovereign emerging 
debt reached about $450 billion 
in 2005, of which Latin American 
debt accounted for about $240 
billion. The emerging economies 
total represents almost one-third 
of the global supply of interna-
tional government bonds (Table 
5.2). The international debt se-
curities of corporations and fi-
nancial institutions in emerging 
economies are fast approaching 
the level of government bonds 
and reached almost $390 bil-
lion in 2005. Nonetheless, Latin 
America accounts for a much 
lower share of private borrowing than of government borrowing in international markets. 
The share of emerging markets in world private bonds is also lower but still amounts to 9 
percent. Emerging markets have a much smaller share of the market for bonds issued by 
financial institutions (Table 5.3). 

The global market is active and liquid for the sovereign bonds of most Latin American 
countries. EMTA (the Trade Association for the Emerging Markets, an industry association 
based in New York with broad membership among market participants) has been surveying 
its members and compiling data on secondary market trading of emerging market bonds 
since 1993. Trading in such bonds was relatively light in the early years when the instruments 
were still new and the investor base was starting to develop. Subsequently, trading reached 
frantic levels during 1997–1998, in the context of a series of financial crises and unsettled 
conditions in many financial markets (Figure 5.1). Turnover in Latin American issues tends 
to be higher than that in issues from other regions, reflecting in part large holdings of Latin 
American, and in particular Mexican, paper by international investors who are members of 
EMTA. 

In assessing the volume of emerging market debt in global markets, it is noteworthy that 
the distinction between international and domestic debt has become increasingly blurred. 
Not all holders of international bonds are international investors, nor are all the holders of 
domestic debt residents of the country issuing the debt. In fact, residents of countries that 
are emerging markets tend to be active participants in the global debt markets of their coun-
tries, acquiring securities either in domestic exchanges or through international accounts. 

Figure 5.1 
Turnover in Emerging Market Bonds
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Table 5.2 Outstanding International Government Debt Securities 

(US$ billion)

                      2005 
Country 1993 1996 1999 2002 Amount Percentage

Advanced economies 311.1 429.9 413.9 524.5 957.7 68.1
  United States 0.2 0.4 3.9 3.1 3.2 0.2

Emerging markets 110.1 228.0 311.1 383.5 449.4 31.9
 Latin America and the  
  Caribbean 75.4 166.1 207.8 231.4 243.0 17.3
  Argentina 18.2 42.0 64.2 79.5 69.4 4.9
  Brazil 1.0 45.8 47.0 54.0 62.9 4.5
  Chile 0.3 0.0 0.5 2.0 3.5 0.2
  Colombia 0.4 1.9 5.6 10.7 13.1 0.9
  Costa Rica 0.6 0.6 0.9 1.6 2.1 0.1
  Dominican Republic 0.0 0.5 0.5 1.0 0.4 0.0
  Ecuador 0.0 6.0 6.2 4.0 4.2 0.3
  Mexico 36.1 50.5 59.9 50.9 47.5 3.4
  Trinidad and Tobago 0.3 0.3 0.6 0.7 0.7 0.0
  Uruguay 1.1 1.5 2.3 3.9 5.1 0.4
  Venezuela 17.4 17.1 15.2 14.4 20.6 1.5
Africa and Middle East 4.6 7.7 13.7 20.9 29.0 2.1
Asia and Pacific 10.8 13.3 25.1 35.5 46.1 3.3
Europe 19.3 40.9 64.5 95.7 131.3 9.3
Total 421.2 657.9 725.0 908.0 1,407.1 100.0

Source: Bank for International Settlements database.
Note: Data are from September of each year.

And international investors are increasingly entering domestic debt markets (see Chapter 7). 
Although there are no reliable data for estimating a breakdown of bondholders by residence, 
there is broad anecdotal evidence that holdings of emerging market government bonds by 
residents of the issuing country are indeed significant. For example, surveys conducted in 
connection with the 2005 Argentine debt restructuring suggested that institutional and indi-
vidual residents of Argentina held as much as 75 percent of the country’s outstanding global 
sovereign debt in 2001–2002.3

3 This estimate comprises the debt restructured in “Phase 1” in November 2001, which had a face value of about 
$24 billion and was entirely held by residents of Argentina, largely banks, and “more than 50 percent” of the remain-
ing approximately $80 billion in face value that was estimated by the Argentine authorities to be held by Argentine 
institutions and individuals. See http://www.mecon.gov.ar/download/financiamiento/canje_deuda_nov01.pdf and 
http://www.argentinedebtinfo.gov.ar/documentos/road-show-cwg-oct-03.pdf, page 10. 
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SUDDEN STOPS AND CONTAGION

Although the renewed access to the global financial market since the 1990s has contributed 
to investment and budget smoothing for the public sector, the availability of financing and 
the spreads paid on emerging markets’ bonds have displayed a high degree of volatility, as 
was the case in the previous golden era of bond financing (1870–1914) described in Chapter 
4.4 High volatility may be a pervasive feature of these instruments, and the reason for this 

4 For a comparison of emerging market spreads now and then, see Mauro, Sussman, and Yafeh (2002).

Table 5.3 Outstanding International Private Debt Securities 

(US$ billion)

                      2005 
Country 1993 1996 1999 2002 Amount Percentage

Corporate issuers

Advanced economies 494.5 477.0 643.9 1,083.7 1,371.6 91.0
Emerging markets 29.6 65.8 108.1 111.7 135.3 9.0
 Latin America and the  
 Caribbean 18.8 30.8 50.7 45.5 41.8 2.8
 Argentina 2.1 6.5 11.6 8.3 3.8 0.3
 Brazil 3.5 7.9 12.2 11.4 9.8 0.7
 Chile 0.3 2.0 3.6 5.3 7.2 0.5
 Colombia 0.2 0.3 0.3 0.3 0.9 0.1
 Costa Rica 0.0 0.1 0.0 0.0 0.1 0.0
 Mexico 10.5 12.2 21.5 19.4 19.0 1.3
 Venezuela 2.3 1.9 1.0 0.5 0.3 0.0
Total 524.1 542.8 752.0 1,195.4 1,506.9 100.0

Financial institutions
Advanced economies 843.0 1,509.7 3,298.9 6,081.4 10,364.9 97.6
Emerging markets 37.3 81.5 120.9 130.3 253.0 2.4
 Latin America and the  
 Caribbean 15.9 30.2 39.8 47.2 63.7 0.6
 Argentina 1.3 2.9 3.6 1.6 1.6 0.0
 Brazil 4.2 13.9 16.5 24.2 34.4 0.3
 Chile 0.0 0.1 0.6 0.6 0.4 0.0
 Colombia 0.1 1.1 1.4 0.8 0.8 0.0
 Mexico 10.3 11.5 11.6 14.5 23.6 0.2
 Peru 0.0 0.1 0.2 0.2 0.2 0.0
 Uruguay 0.0 0.1 0.4 0.3 0.3 0.0
 Venezuela 0.1 0.3 5.3 4.6 1.8 0.0
Total 880.3 1,591.2 3,419.8 6,211.7 10,617.9 100.0

Source: Bank for International Settlements database.
Note: Data are from September of each year.
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may be that the fundamental economic factors that underlie the creditworthiness of sov-
ereigns in emerging economies are themselves highly volatile. For example, in many cases, 
government revenues are highly dependent on commodity export prices and economic 
growth, which are subject to large swings over time. If government debt is largely denomi-
nated in foreign currencies, the volatility of the exchange rate will also result in large changes 
in the relative value of debts and the creditworthiness of the sovereign. In addition, inves-
tors face a more difficult challenge in trying to assess the creditworthiness of a sovereign 
than that of a private firm. In the latter case, equity prices and debt-to-equity ratios provide 
precise information that helps to make the valuation of debt more precise. There are no 
comparable market instruments to help in the valuation of sovereign debt. Moreover, should 
a default occur, the recovery value of government bonds is harder to predict, because the 
framework for sovereign debt restructuring is less well defined than is the case with private 
borrowers.

The structure of the market and the cost of obtaining and updating information have 
been contributing factors to market volatility as well. When debt instruments of a given 
country represent a small share of an investor’s portfolio, there will be a tendency to rely 
on general information (like current market trends) and to pay less attention to the subtle 
details of the current economic conditions in that country, especially when information is 
costly to acquire and changes frequently. Calvo and Mendoza (2005) show that in this situ-
ation, a slight change in expectations may bring about a sharp and unexpected portfolio 
repositioning, sudden stops in capital flows, contagion to seemingly unrelated countries, and 
generally higher market volatility.

Thus, frequent sudden stop episodes have been the distinctive element of the modern 
international bond market for emerging economies (Calvo, 1998). Sudden stops are periods 
of market panic in which the valuation of bonds seems to be well below economic funda-
mentals. For example, a spread of 1,500 basis points would imply a probability of default of 
almost 66 percent within one year, and almost 90 percent within three years, in a typical 
10-year bond configuration.5 These seem to be excessively pessimistic prospects. Sudden 
stops may be associated with a global event or with a financial crisis breaking out in one 
of the emerging economies, but they have the tendency to result in virtual market closures 
and significant jumps in spreads for several or all emerging countries. A plot of the spreads 
implicit in JPMorgan’s Emerging Market Bond Index Global (EMBIG) starkly highlights four 
major sudden stop episodes: the Tequila crisis, the Russian–Long-Term Capital Management 
(LTCM)  crisis, the aftermath of the September 11 terrorist attacks in the United States, and 
the uncertainty associated with the election of President Luiz Inácio Lula da Silva in Brazil 
and with the Enron and other corporate fraud cases in the United States (Figure 5.2).6 

Another sign of the intense turbulence that has affected emerging economies’ debt 
markets is the high degree of correlation among different countries. It is also telling that this 
correlation has increased sharply during periods of distress (or sudden stops). This “con-
tagion” effect was particularly strong during the Tequila and the Russian-LTCM crises and 

5 This assumes a recovery value of 75 percent and a U.S. Treasury yield of 4 percent.
6 Long-Term Capital Management was a hedge fund whose collapse led to large losses for other financial institu-
tions and resulted in severely disruptive conditions in global financial markets, including emerging economies’ bond 
markets.



 THE INTERNATIONAL EMERGING BOND MARKET TODAY 87

generated considerable debate over 
the extent to which it was justified 
by fundamental economic conditions 
or was purely the result of runs by ir-
rational speculators (see, for example, 
Forbes and Rigobón, 2000). It is true 
that the underlying risks that affect 
emerging economies are somewhat 
related, in part because economies 
in the same region tend to maintain 
close trade and investment linkages 
with one another. Intraregional trade is 
more important in East Asia, where it 
accounts for close to one-half of total 
trade, than in Latin America, where it 
amounts to roughly 15 percent. The 
trade linkages are also indirect. For 
example, Mexico and some East Asian 
economies are competitors as export-
ers to the same third markets. Thus a 
crisis in East Asia, for example, that 
results in large currency depreciations 
would make the East Asian economies 
more competitive and have a negative 
effect on Mexico. 

It is perhaps telling that for the sudden stop event in which contagion was the strongest, 
the Russian devaluation and domestic debt default of 1998, it is impossible to identify impor-
tant linkages to Latin America running through trade, investment, or any other fundamental 
factor in the real economy. The direct and indirect relation of Russia with Latin American 
economies is insignificant. The overall share of Russia in the global economy is very small. 
And yet the Russian event triggered a large spike in emerging market bond spreads (see 
Figure 5.2). This event, and the contagion phenomenon more generally, raised considerable 
concern within the international community because, if crises are easily transmitted within 
and between regions, the ability of official international financial institutions to respond by 
providing liquidity support diminishes significantly. In fact, the consequences of the Russian 
crisis were so widespread that they reached some of the advanced markets themselves, 
with the most notorious casualty being LTCM.

There is broad consensus that the Russian contagion operated through financial mar-
kets. The financial channels of contagion are varied and subtle. The most obvious possibility 
is a direct connection, that is, residents of one country holding large amounts of sovereign 
debt or other financial assets in another country. Direct financial links, however, tend not 
to be very important among emerging economies. One notable exception may be the links 
involving Argentina and Uruguay, which resulted in a massive propagation of the Argentine 
financial crisis of 2001–2002 to its neighbor. A more common channel is through “common 
creditors” such as banks or international investors that hold claims in different emerging 
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markets. Banks, for example, can react to losses in one emerging market economy by adopt-
ing a more conservative strategy and reducing their exposure in other emerging market 
economies where they have loans or investments. There may also be a more mechanical 
effect triggered by declines in asset prices. Leveraged investors face margin calls when their 
asset prices fall, which may force them to reduce their positions in other markets. Mutual 
funds may benchmark their returns against an emerging market bond index comprising 
bonds from many countries and may not want to deviate much from the index composition, 
or they may be constrained by their investment mandates from doing so. This means that 
they need to sell the whole emerging markets asset class when they want to reduce their 
exposure to one country. 

The structure of information that is behind investors’ decisions is a more subtle way in 
which problems in one country can be transmitted to others. Monitoring and understanding 
economic and political developments in each individual emerging economy involve signifi-
cant costs. They may require consulting experts, and with conditions changing rapidly, the 
consultations would have to be frequent. At the same time, an individual emerging country 
may represent only a small part of a particular investor’s portfolio, especially for a class of 
investors who are not dedicated to the emerging economies segment of the market. Under 
these conditions, two types of investors are likely to emerge: informed investors, who are 
specialists in emerging economies, and uninformed investors, who prefer to follow the ac-
tions of informed investors, as can be read from signals such as price changes and market 
developments. The resulting information structure is likely to generate overreaction of mar-
ket prices and contagion to other emerging markets (see Calvo, 2005a, and Calvo and Men-
doza, 2005). The propagation of the sellout can be further magnified when compensation of 
fund managers implies stiff penalties for underperforming relative to the market average; in 
such a case, managers have strong incentives to “herd” together. It becomes quite risky to 
deviate from the trends that other investors are following (see Rajan, 2005b).

The tendency toward contagion seems to have abated recently. In particular, the Argen-
tine default of 2001 and market concerns about the outcome of the Brazilian presidential 
election in 2002 did not generate widespread spillovers to other borrowers. In fact, the cor-
relations among sovereign bonds are now broadly the same as the correlations among the 
high-yield borrowers from different industrial sectors of the U.S. economy. Figure 5.3 calcu-
lates the average six-month correlation between all the pairs of indices of high-yield debt 
corresponding to 30 economic sectors, as well as the average correlation between pairs of 
emerging market sovereigns. As the figure shows, although correlations between emerging 
markets were much higher until 1999—and especially during the Tequila and the Russian-
LTCM crises—they are now broadly the same as those between high-yield bonds of different 
industries in the United States. 

The durability of the recent decline in contagion does not seem to be assured, however. 
In recent years, liquidity in international financial markets has been high, and this may ac-
count for across-the-board strong performance of assets. If conditions change, with the rise 
in interest rates in advanced markets, for example, there may be a selling off of emerging 
market securities and a reappearance of the contagion phenomenon. Although there is very 
partial and fragmented information about the positions of different classes of investors, there 
is no reason to believe that the structure of financial links among countries has changed 
substantially from what they were during past contagion episodes. In Latin America, there 
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appear to be increases in the share 
of domestic institutional investors 
among holders of sovereign debt. 
Domestic institutional investors are 
believed to provide a stable source of 
demand, either by choice or to com-
ply with existing regulations. Among 
international investors, highly lever-
aged participants like hedge funds 
are gaining market share, as are less 
specialized investment funds—the 
so-called crossover investors. At a 
more fundamental level, the low 
level of contagion in the most recent 
crises and market runs may have 
been a response to the fact that 
they had been well anticipated (Di-
dier, Mauro, and Schmukler, 2006). 
Crisis episodes in Argentina and Tur-
key in the past few years developed 
gradually, and indicators such as for-
ward exchange rates showed clear 
signs of anticipation months before 
the crises came about. Gradually 
developing, broadly expected crises 
are well understood even by the 
least-informed groups of investors and are not likely to generate unexpected margin calls 
for highly leveraged investors. This means that the requisite conditions for contagion were 
not prominent in recent episodes.7

GLOBAL FINANCIAL MARKETS AND SELF-FULFILLING CRISES

The above characterization of the modern international sovereign bond market implies that 
global financial conditions are a substantial determinant of the borrowing costs of emerg-
ing economies. Investors’ risk appetite is of course unobservable per se, but the evolution 
of some financial variables can provide a rough indicator of market sentiment. One variable 
that is commonly associated with the market attitude towards risk is the Chicago Board 
Options Exchange Volatility Index (VIX), which is an index of the volatility of the U.S. stock 
market implicit in the prices of various option contracts. Loosely speaking, higher values 

7 The contagion to Uruguay of the debt and financial crisis in Argentina in 2001–2002 is a special case. Although 
the financial linkages between the two countries were well known, there was an element of surprise in this event. 
Previous situations of financial distress in Argentina had caused inflows into the Uruguayan banking system from 
Argentine savers looking for safer alternatives, but the severity of the financial crisis caused the opposite effect on 
this occasion.

Figure 5.3 
Average Correlations among Sovereign Emerging  
Market Bonds and Industrial Sector Indices  
of U.S. High Yield Bonds

Source: Authors’ calculations based on JPMorgan and Merrill 
Lynch databases from Bloomberg database.
Note: Figure plots the average six-month correlation in 78 coun-
try pairs of the JPMorgan EMBI Plus and 465 sector pairs of the 
Merrill Lynch U.S. High Yield Index. Correlation coefficients are 
based on daily returns of indices. 
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of the VIX imply that these options 
are more expensive. Because options 
are contracts that permit investors to 
hedge against large changes in the un-
derlying asset (the U.S. stock market in 
this case), investors are willing to pay 
higher prices to obtain such protection 
in periods when expected volatility is 
higher. Figure 5.4 depicts the VIX and 
the Emerging Market Bond Index (EMBI) 
and illustrates their high correlation 
with one another, especially since the 
1998 global financial turmoil. A similar 
picture obtains if one uses the spread 
on high-yield—or “junk”—bonds in U.S. 
markets as a proxy for risk aversion.

In this vein, several empirical stud-
ies have measured the importance of 
the risk appetite of fixed income in-
vestors and liquidity conditions in U.S. 
markets for the spreads of Latin Ameri-
can and other emerging markets over 
risk-free interest rates. Risk appetite is 

typically measured as the VIX or a high-yield index. Market liquidity is measured by the U.S. 
Treasury bond yield; a lower yield indicates an easier monetary stance by the Federal Re-
serve Board and thus more abundant liquidity in financial markets. A recent study (González 
Rozada and Levy Yeyati, 2006) puts the combined effect of these two global factors at about 
30 percent of the total variability of emerging market spreads throughout the 1990s and at 
over 50 percent for the period 2000–2005. In addition to these two external factors, the con-
tagion effect arising from events like the Mexican and Russian crises, which are controlled 
for separately, add considerable weight to the impact of global factors during periods of 
international turmoil. The effect of global financial conditions does not dissipate when lon-
ger time horizons are considered for their relationship with sovereign spreads, and in fact, 
it becomes stronger. This means that improving creditworthiness, for example, by reducing 
deficits and introducing needed reforms, has a somewhat limited effect on the risk premium 
that must be paid, even if global conditions are free from any major financial crisis.8

The temporary nature of changes in the level of financial variables can be measured 
by calculating their level of “mean reversion.” Mean reversion measures the tendency of 
financial returns that are temporarily very high or low to return to average levels rather than 
continue to be high or low. Mean reversion would characterize a market in which bubbles, 
that is, divergences between market and fundamental values, often emerge, but beyond 

8 On the influence of global factors on emerging market yields, see also Calvo and Talvi (2005), Grandes (2003), Her-
rera and Perry (2002), and particularly García Herrero and Ortiz (2005).

Figure 5.4 
Emerging Market Bond Index and Chicago Board  
Option Exchange Volatility Index  

Sources: Bloomberg database and Standard & Poor’s (2006).
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some limit they are eliminated by market forces (Poterba and Summers, 1988). Most studies 
of mean reversion have focused on looking for the presence of bubbles in the stock market. 
Given that bonds have a maturity date and a well-defined principal value at that point, it is 
not possible to have a rational bubble. Just before maturity, the price of the bond cannot de-
viate from its principal (discounted by a small time factor), and since that value is known, so 
is the price of the bond a little before that, etc. Because of this, a rational bubble can never 
get started, in contrast to the case of open-ended securities like equity. Mean reversion in 
EMBI spreads would be consistent with the story that panics or sudden stops drive spreads 
well above fundamental values and that periods of euphoria or exuberance tend to narrow 
spreads excessively.

In fact, the EMBI tends to return fully to previous levels within 24 months of any sudden 
stop. This feature seems to be exclusive to emerging bond markets, as it is largely absent 
from other bond markets in the United States and is much lower in equity markets. For ex-
ample, U.S. equities, as measured by the Standard & Poor’s 500 index, have been found to 
display a certain degree of mean reversion, but this is 10 times smaller in magnitude than 
the EMBI’s mean reversion. High-yield (junk) bonds in the United States show virtually zero 
mean reversion. The magnitude of the mean reversion found in the EMBI using various speci-
fications of the length and nature of the statistical procedures is quite high—about 10 times 
the level found in studies of the U.S. stock market—and takes place over periods which are 
significantly shorter (see Borensztein and Valenzuela, 2006).

As documented in various studies, the dynamics of the emerging bond market seem to 
be quite different during tranquil periods and during periods of market distress. When this 
feature is allowed for in calculating mean reversion, a strong contrast emerges. Periods of 
tranquility tend to persist, while periods of turbulence show a much stronger tendency to 
be reversed. The same is true when the technique is applied to other bond indices such as 
those for high-yield bonds. Interestingly, the periods of tranquility and turbulence that the 
model identifies for these different indices do not always coincide, as shown in Table 5.4. 
The Tequila effect in 1994–1995 and the Asian crisis in 1997 did not affect high-yield markets 
in the United States, but the Russian crisis of 1998 did. Similarly, the NASDAQ crash in 2000 
did spread to the emerging bond market (in addition to its impact in U.S. markets) but did not 
very significantly affect many Latin American countries on an individual basis. 

Volatility and contagion are a reason for concern because they may become a bigger 
problem than temporary high spreads and liquidity shortages. It is possible for negative 
expectations to become “self-fulfilling,” and what started as a more or less unwarranted 
market run may create a dislocation in a country’s domestic economy that seriously im-
pairs the country’s repayment ability. This may happen because the international market 
“closure” may trigger high domestic interest rates and sharp exchange rate depreciations, 
especially if the country’s debt is short term and international reserves are not plentiful. 
These may have a large negative impact on the domestic economy, especially when the 
banking system is vulnerable to such shocks. Sometimes, the policy response may result in 
deeper crises, such as when the government resorts to general deposit freezes to protect 
the weakest institutions, with devastating effects on economic activity. The result is that 
the creditworthiness of the country will be severely impaired, as the recession hurts gov-
ernment revenues and the burden of debt soars with the cost of bank rescue operations 
and the effect of the exchange rate depreciation. An initially unwarranted panic has thus 
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resulted in a real insolvency problem (see Calvo, Izquierdo, and Talvi, 2005, and the discus-
sion in Chapter 11). 

CREDIT RATINGS

Low credit ratings can be an important determinant of high cost and unreliable access to 
international bond markets. There is a fairly close relationship between the credit rating as-
signed to a bond by the main rating agencies and the spread over U.S. Treasury bonds that 
the issue pays in the markets. Although, as will be shown below, the direction of influence 
may run both ways—namely, an increase in spreads may sometimes prompt the rating agen-
cies to downgrade a sovereign—there is no doubt that a bond’s credit rating is an important 
factor in the consideration of most investors. Moreover, the rating determines the asset 
class in which a security is included, and this determines the group of investors that may 
consider including it in their portfolios. Typically, an “investment grade” rating—with which 
the agencies signal a security that has a low risk of going into default—qualifies an asset to 
be part of the portfolio of many institutional investors like insurance companies and pension 
funds. Some of these investors are required by regulations or their own charters or policies 
to restrict their holdings to investment grade issues. Thus, a sovereign that obtains an invest-
ment grade rating gains not only more favorable spreads but also a broader and more stable 
investor base and market access.

Emerging market economies started to seek credit ratings in the 1990s, when they 
started to issue bonds in the global markets once again. Before the 1990s, Standard & Poor’s 
rated only a dozen sovereigns, almost all of them in the top (AAA) rating category. Similarly, 
Moody’s had rated only 11 countries up to 1980, and all of them were in the investment 
grade range.9 This means that there is a fairly short experience with sovereign ratings for 
use in observing their evolution, especially compared with the century-long corporate rat-
ings (Moody’s, 2003). 

Although the ratings of some Latin American sovereigns have improved steadily in re-
cent years, most countries still have not achieved good ratings. In fact, the broad distribution 
of credit ratings, shown in Table 5.5, has hardly improved since mid-2000, which is the point 
at which the emerging market asset class had recovered from the Russian-LTCM turbulence 
and had not yet been hit by another major global shock. As of June 2006, only two countries 
in Latin America enjoyed an investment grade rating: Chile and Mexico. 

One reason why credit ratings are important is that there is a close relationship between 
credit ratings and spreads. Figure 5.5 displays that relationship for sovereigns, U.S. firms, 
and firms in emerging economies on September 1, 2005. The steeper slope of the sovereign 
spreads curve tends to hold regularly. It may perhaps reflect, at the low credit ratings end, 
the expectation of a longer and more uncertain recovery process in the case of sovereign 

9 Prior to the 1990s, the only “ratings” data available for emerging economies are those assigned by Institutional 
Investor (II). II is a financial publication that rates sovereigns, on the basis of surveys of investors and analysts, on a 
scale that is broadly consistent with that of the credit-rating agencies. It is  noteworthy, however, that II’s ratings are 
only a survey measure, while the rating agencies provide a professional service to bond issuers, and their ratings are 
a factor in investment mandates and capital requirements. Nevertheless, some studies have focused on II ratings 
(see Reinhart, Rogoff, and Savastano, 2003, and Ul Haque et al., 1996).
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defaults. The figure suggests that sovereign ratings have a sizable impact on the cost of 
borrowing. At lower rating levels, a single-notch downgrade may represent 50 basis points 
in spread.

Although the rating agencies claim that their success in predicting sovereign defaults is 
comparable to that in predicting corporate defaults (Moody’s, 2003), there have been some 
conspicuous cases of misjudgment. In the Asian crises, the rating agencies were criticized 
for reacting too late (Adams et al., 1998), and later for overreacting, most notably in the 
case of Korea (Reisen and von Maltzan, 1999; Huhne, 1998). Famously, Uruguay maintained 
an investment grade rating until early 2002, even after a financial crisis had already erupted 
in Argentina and even in Uruguay itself. Only months later, Uruguay had no option but to 
restructure its sovereign debt. In determining sovereign ratings, the credit-rating agencies 
look at a five-year horizon, evaluate a number of economic and political factors, and make a 

Table 5.5 Sovereign Ratings in Latin America

Country  2000 2003 2006

Investment grade   
(AAA to BBB–) Chile Chile Chile
 Uruguay Mexico Mexico
Some uncertainty   
(BB+ to BB–) Argentina Colombia Brazil
 Bolivia Costa Rica Colombia
 Colombia El Salvador Costa Rica
 Costa Rica Guatemala El Salvador
 El Salvador Panama Guatemala
 Mexico Peru Panama
 Panama  Peru
 Peru  Venezuela
High risk    
(B+ to B–) Brazil Bolivia Argentina
 Dominican Republic Brazil Bolivia
 Paraguay Dominican Republic Dominican Republic
 Venezuela Uruguay Paraguay
   Uruguay
Speculative   
(CCC+ to D) Ecuador  Argentina Ecuador
  Ecuador 
  Paraguay 
  Venezuela 

Source: Standard & Poor’s (2006).
Note: Data as of July of each year.
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qualitative and quantitative assessment of 
the government’s financial prospects. Yet 
Cantor and Packer (1996) find that eight 
variables explain more than 90 percent of 
the variance in sovereign ratings assigned 
by both Moody’s and Standard & Poor’s: 
per capita income, GDP growth, inflation, 
fiscal balance, current account balance, 
debt-to-export ratio, an indicator variable 
of advanced economy, and an indicator 
variable of default since 1970. And in fact, 
one variable (GDP per capita) explains 80 
percent of the cross-country variance in 
credit ratings.

There is, however, no consensus 
among researchers on the failings of 
the rating agencies. Some studies have 
claimed that the agencies aggravate finan-
cial crises by being excessively procyclical 
in their ratings (Ferri, Liu, and Stiglitz, 
1999). More recent research, however, 
concludes that ratings are in fact too 
sticky rather than excessively procycli-
cal (Mora, 2004). Although cases such as 
Uruguay in 2002 are extreme, precipitous declines in the agencies’ estimation of countries’ 
creditworthiness are not rare. Table 5.6 shows that rating agencies’ perceptions of sovereign 
creditworthiness can change quickly. Leaving aside the case of Venezuela, the top panel of 
the table displays 13 cases of defaults. In almost half of these cases (six), the rating was 
closer to investment grade than to default just one year before the default.10 The Institutional 
Investor ratings of the 1980s, displayed in the bottom panel of the table, give an even starker 
picture. One year prior to the occurrence of default, over 90 percent of the ratings were 
closer to investment grade than to default. In fact, in almost 40 percent of the cases, the 
rating was the equivalent of investment grade in the rating agencies’ scales.

There is some evidence that changes in ratings are themselves influenced to some 
degree by movements in spreads. Event studies show that spreads start to widen weeks 
before the announcement of a downgrade in ratings (Figure 5.6). In fact, there seems to 
be no change in spreads in the days following the announcement. In the case of upgrades, 
spreads also tighten weeks before the announcement, but the effect is smaller than in the 
case of downgrades. In part this may result from the agencies’ reacting more slowly to the 
same news as the market, which could be expected to be the case. It is also possible that 

10 In the case of Venezuela, the 2005 default corresponds largely to an oversight on the part of the government of 
a payment on an oil-price-linked bond clause that took a little too long to be corrected. Although the country did 
receive a “selective default” rating briefly, there was never the expectation that Venezuela would attempt to restruc-
ture the terms of its debt.

Figure 5.5 
Bond Spread by Credit Rating
(basis points)

Source: Borensztein, Cowan, and Valenzuela (2006). 
Note: As of September 1, 2005. Fitted curves are obtained 
via quadratic trend.
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Table 5.6 Foreign Currency Sovereign Credit Ratings before Defaults

 Rating before defaulta

Country Year of default One year Two years

Rating agenciesb   
Dominican Republic 2005 19 13
Venezuela 2005 16 17
Grenada 2004 13 13
Uruguay 2003 12 10
Nicaragua 2003 15 15
Paraguay 2003 15 15
Moldova 2002 17 16
Indonesia 2002 16 21
Argentina 2002 13 12
Ukraine 2001 17 16
Indonesia 2000 17 16
Ecuador 1999 16 14
Pakistan 1999 17 14
Russian Federation 1999 13 13

Institutional Investorc   
Jordan  1989 13 13
Paraguay 1986 13 13
South Africa 1985 9 9
Egypt 1984 14 11
Tanzania 1984 18 18
Brazil  1983 10 10
Chile  1983 10 9
Morocco  1983 14 13
Nigeria 1983 10 9
Peru  1983 12 11
Philippines 1983 12 12
Uruguay 1983 12 12
Argentina 1982 9 7
Dominican Republic  1982 15 14
Ecuador 1982 12 13
Mexico  1982 6 5
Panama 1982 12 11
Venezuela 1982 7 6
Pakistan 1981 16 15
Poland 1981 13 10
Romania 1981 10 9

Source: Based on Borensztein, Eichengreen, and Panizza (2006a).
a  The rating agencies’ and Institutional Investor’s scales were converted to a numerical scale from 1 
to 22, with 1 being the highest rating and 21 the lowest nondefault rating. A rating of 10 is the lower 
bound for “investment grade” status.

b Foreign currency rating of long-term debt.
c Selected government defaults and reschedulings of privately held bonds and loans from Sturzenegger 
and Zettelmeyer (2005a).
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the movement in spreads reflects to some extent the market expectation of a downgrade 
or upgrade by the credit-rating agencies. However, the same anticipation of spreads holds 
in the case of announcements of changes in the credit outlook for a country. This type of 
announcement indicates that the rating agencies are studying a possible change in rating, 
a sort of early warning to limit the element of surprise if eventually the agencies decide to 
change the rating of a borrower. Thus, outlook changes should be more difficult to predict 
from the market than changes in rating, yet spreads tend to move just as much before 
changes in rating outlook as well. This suggests that the ratings actions of the agencies are 
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Figure 5.6
Events Study: Rating and Outlook Changes
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themselves influenced by the market prices of a sovereign’s debt as well (see González Ro-
zada and Levy Yeyati, 2006)

Another important cost of a low sovereign credit rating arises from its significant in-
fluence on the ratings achieved by private companies and banks in the country in their 
international borrowing. Up to 1997, the rating agencies applied a “sovereign ceiling” to the 
ratings assigned to private borrowers, which meant that no firm in a particular country could 
obtain a rating higher than that of the sovereign. Although the policy has been progressively 
relaxed, sovereign credit risk continues to be a key consideration in the assessment of the 
credit standing of banks and corporations. The main argument is that governments facing 
a situation of financial distress or default may force private sector defaults by imposing 
exchange controls and other restrictive measures. Although, post-1997, the sovereign rat-
ing is no longer an absolute ceiling, the influence of the sovereign rating is still significant. 
Borensztein, Cowan, and Valenzuela (2006) show that over the past 10 years, 79 percent 
of emerging market corporations received a rating lower than the sovereign, 15 percent 
received the same rating as the sovereign, and only 5 percent received a rating higher than 
the sovereign. In banks, 88 percent of the sample received a rating lower than the sovereign, 
10 percent received the same rating as the sovereign, and just 2 percent received a rating 
higher than the sovereign. The study concludes that, after indicators of creditworthiness of 
the firms and macroeconomic conditions in the country are controlled for, sovereign ratings 
are a significant factor affecting private ratings and can imply an onerous burden for private 
borrowers in emerging markets. On average, a two-notch slip in sovereign rating implies 
roughly a one-notch decrease in private ratings. For banks, the effect is even larger. For a 
prime corporation operating in the average emerging market economy, this effect can add 
100–200 basis points to the cost of borrowing. The effect varies across countries and time, 
as there is a stronger effect in developing countries and prior to 1998. It is also asymmetrical: 
sovereign downgrades have a somewhat stronger impact than upgrades, while the impact of 
changes in sovereign rating on private ratings is stronger if the private rating was approach-
ing the sovereign ceiling in the previous period. 

Has Volatility Abated?

Emerging market spreads have been on a downward trend in the past few years. As of 
May 2006, the EMBI was at an all-time low since its inception in the 1990s. With modest 
financing needs—thanks to strong fiscal positions—governments have an easy time finding 
willing investors for their new placements. Under these favorable conditions, governments 
have been able to begin improving the profile of their obligations and increasing the share 
of domestic-currency-denominated instruments, which for the first time are also attracting 
the interest of international investors. Private corporations and banks in Latin America are 
also coming to international debt markets in record numbers. Although market volatility and 
spreads increased in May 2006 under the perception that U.S. interest rates were going to be 
raised more than previously expected, the increase in emerging market spreads was modest 
compared to that in previous similar episodes. Has market dysfunctionality been cured, or is 
this only another temporary period of calm before the next storm breaks?

Whether the current favorable trends will constitute a durable change depends on 
the nature of the forces supporting the current environment. Has there been a change to-



 THE INTERNATIONAL EMERGING BOND MARKET TODAY 99

wards a more stable investor base for 
emerging markets? Is the increase in 
investors’ appetite for local currency 
instruments a reflection of a desire 
for portfolio diversification or merely 
the response to a temporary profit 
opportunity? Have fiscal policies and 
debt management policies in Latin 
America benefited from the lessons of 
the turbulent 1990s, and have critical 
vulnerabilities been reduced?

There are some signs that the en-
vironment has changed so as not to be 
conducive to sudden stops. Policies 
have strengthened in the Latin Ameri-
can countries, indicating that the ex-
perience of past crises has not been 
in vain. Against the backdrop of strong 
economic performance, primary sur-
pluses have increased significantly in 
many countries, supporting a reduc-
tion in debt-to-GDP ratios and improv-
ing solvency positions. Countries hold 
much larger reserves than a decade 
ago and less short-term debt, which reduces their external financing needs and allows them 
to be better prepared to face unexpected shocks. The region is also taking advantage of fa-
vorable terms of trade and strong foreign demand and showing a steady improvement in cur-
rent account balances (Figure 5.7). Argentina, Brazil, and especially Venezuela are enjoying 
large current account surpluses. (Venezuela is excluded from the calculations underlying the 
figure because its current account surplus of 20 percent of GDP makes it a significant outlier.) 
Although many firms and economic sectors may still be dependent on foreign financing, a 
current account surplus in a country implies, in principle, that the country as an aggregate 
could satisfy all of its financial needs domestically.

There is also some evidence of a progressive process of learning in which investors are 
increasingly able to better assess risks on the basis of fundamentals and differentiate coun-
tries on a firmer basis. It should be recalled that when the emerging bond market came into 
existence in the 1990s, economic information was harder to come by and often less accu-
rate. Some of the most important currency crises of the 1990s came as complete surprises, 
in part owing to the lack of information—or the presence of inaccurate information—on 
the level of international reserves. Today, much more economic and financial information 
is available about each country, and governments make an effort to disseminate it through 
investor relations offices and other means of communication. This helps investors better 
assess risks and differentiate among countries. 

The increasing sophistication of investors is also reflected in their demand for local 
currency instruments, inflation-linked bonds, and the recently issued Argentine GDP-linked 

Figure 5.7 
Current Account Balances in Latin America 

Sources: World Bank, World Development Indicators, and IMF, 
International Finance Statistics. 
Note: “Latin America” comprises Argentina, Brazil, Chile, Co-
lombia, Costa Rica, Dominican Republic, Ecuador, El Salvador, 
Mexico, Panama, Peru and Uruguay.
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unit. Since 2003 three Latin American countries (Brazil, Colombia, and Uruguay) have placed 
domestic-currency-denominated government bonds on foreign markets for the first time. 
In the private sector, several Brazilian and Mexican banks and corporations, among others, 
have been able to float bonds denominated in domestic currency abroad as well (see Box 
2.4). These bonds are in local currency, as noted, and are reasonably long term (they ma-
ture between 2010 and 2016). These are very important first steps toward creating a more 
resilient profile of external debt. The question is whether they can be followed with further 
issues and at costs that do not make them prohibitive. Entrenched expectations of inflation 
and weak creditor rights (a combination of weak contract enforcement and the presence or 
expectation of capital controls) have often resulted in high risk premiums on domestic-cur-
rency-denominated debt, and governments have often turned to foreign currency borrowing 
because of the high cost of borrowing in domestic currency.

Attracting international investors to domestic currency instruments may provide the 
opportunity to lower the steep cost of such instruments and extend their maturity. In 
Colombia’s November 2004 issue, primary spreads were 20 to 50 basis points below those 
on comparable domestic bonds (Tovar, 2005).11 In Brazil’s case, the international bond was a 
10-year-maturity, fixed rate instrument, and the government simply does not have recourse 
to this kind of financing in the domestic market on a reliable basis. Domestically placed Bra-
zilian reais bonds are typically floating rate instruments that adjust with the overnight rate; 
the yield on Brazil’s international bond was 13 percent, while the overnight interest rate has 
fluctuated between 16 and 20 percent in Brazil, over the past two years. International inves-
tors may find reais bonds issued under New York governing law and settled in U.S. dollars 
more attractive as a result of their lower risk of being subject to capital controls and other 
taxes (Amato, 2006). 

There are also increasing opportunities for countries to issue new types of instruments 
that provide a measure of insurance against various risks that affect their economies. The 
active market that is developing on the Argentine GDP-linked unit is one indicator of such 
opportunities. Small amounts of this type of instrument were issued before, most notably 
in many Brady deals, but generally failed to attract any trading interest. But investor inter-
est in this type of instrument seems to be on the rise, as also shown by some more exotic 
instruments. Recently, the World Food Program, a UN agency, sold futures on Ethiopian 
rains, effectively obtaining an insurance policy that pays the agency a sum of money in case 
of drought. In this way, the agency has access to liquid funds to distribute among farmers 
faster than is possible through traditional aid channels.12 In another interesting example, 
pension funds in England have sold “longevity bonds” that insure them against an increase 
in their liabilities arising from demographic changes. And Mexico has issued “catastrophe” 
bonds that provide coverage in case of earthquakes of large magnitude in the most affected 
areas. It should be noted, however, that investor willingness is only half of the requirement 
for developing country insurance instruments. Political problems and the relative complexity 
of the operations tend to be serious obstacles. Commodity prices, for example, have a major 
impact on the economies of many emerging countries; although futures markets are fairly 

11 Uruguay did not benefit from lowering borrowing costs on international markets, presumably because its issue took 
place under the difficult conditions of a debt restructuring.
12 New York Times, March 7, 2006.
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available at certain maturities, countries have nonetheless made little use of them (Chapter 
14 discusses these issues). 

It is believed that the investor base in emerging market bonds has been widening since 
2003 to include a broader group of dedicated investors, such as retail investors from Asia 
and Middle Easterners with “petrodollars.” Investors such as pension funds and insurance 
companies have also been in a process of broadening their portfolios by incorporating new 
asset classes, and now it seems to be the turn of emerging market debt. These “strategic 
accounts” are believed to follow a buy-and-hold policy and thus provide a more stable 
source of demand. These developments may contribute to reducing market volatility for two 
reasons. First, a more diverse investor base would contribute to stability, because investors 
who follow similar strategies tend to react in the same way to news of economic shocks. 
Second, investors with a longer horizon are more likely to focus on the economic fundamen-
tals in the borrowing countries rather than chasing current trends. 

But there are also reasons to be cautious in interpreting the current situation too favor-
ably. For starters, the improvement in fundamentals, while noticeable, is quite difficult to 
characterize empirically. In particular, while economic fundamentals are undoubtedly stron-
ger throughout the region, their strength is in great measure due to external factors, such as 
terms-of-trade improvement and growth in the global economy, as well as abundant liquidity 
and relatively high investor risk appetite. Indeed, a large fraction of the decline in spreads 
(and yields) can be attributed to these positively correlated global drivers rather than to 
more robust improvements in economic fundamentals. 

In fact, the current level of the EMBI spreads appears to be lower than could be pre-
dicted based on current conditions, applying a fairly standard model to explain spreads 
(Figure 5.8). Using a set of standard variables measuring macroeconomic conditions in the 
borrowing country and a few variables that characterize the situation of global financial 
markets, the model predicts spreads as indicated by the shaded area in the figure.13 Actual 
spreads have been significantly lower than predicted over the past three years, by as much 
as 200 basis points. Furthermore, if one assumes that favorable global conditions will not 
prevail and that global variables will have values equal to their sample average instead of  
current values, the discrepancy is even larger (Figure 5.9). While the model used for this ex-
ercise has not been tested extensively and no claim is made about its predictive accuracy, it 
does represent a fairly standard approach to explaining spreads. A similar exercise that was 
conducted in 1996 also found that spreads were “excessively” low, and this was just months 
before the Asian crises (Cline and Barnes, 1997). 

In this context, some question whether the policy framework has improved to take full 
advantage of favorable external conditions. If the current confluence of high export prices, 
strong demand in the global economy, and low interest rates were to alter for the worse, 
there would be no guarantee that Latin American economies could meet such a challenge 
without difficulty. 

13 The domestic variables used in the regression are international reserves, inflation, the current account deficit, 
external debt, total public debt, openness of the economy, fiscal deficit, and recent appreciation of the real exchange 
rate. The external variables used in the regression are an index of volatility in financial markets (the VIX), the spread 
on U.S. high-yield bonds, the interest rate on U.S. Treasury bonds, and the terms of trade.
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As for the widening of the interna-
tional investor base, it has been noted 
that, in addition to strategic investors, 
hedge funds—whose assets have grown 
exponentially in recent years—seem 
to be gaining in importance in emerg-
ing market debt markets. Hedge funds 
pursue investment strategies to take 
advantage of market anomalies and in 
the process contribute to making such 
anomalies smaller, which should be 
considered a positive factor for market 
stability. But hedge funds usually hold 
highly leveraged positions. This implies 
that, in a downturn, they may need 
to liquidate their holdings immediately, 
which may turn a market downturn into 
a full-fledged crisis. Memories of the 
impact of LTCM’s collapse in the altered 
markets of the post-Asian and Russian 
crises certainly suggest caution in re-
gard to large hedge fund activity. 

More generally, there may be doubts 
as to whether international investors’ 
current appetite for local currency in-
struments is permanent and whether 
corporations will follow where govern-
ments lead. Ample liquidity has made 
for unusually favorable conditions for 
emerging economies on global markets; 
if central banks continue to raise inter-
est rates and drain that liquidity and 
there is a flight to quality on the part of 
investors, it is not clear that an appetite 
for Latin American bonds will in fact 
survive. 

The massive growth in credit deriva-
tives has introduced a new element that 
can change the nature of bond markets 
in ways that are still not fully under-
stood. Credit default swaps (CDSs), for 
example—securities that insure against 
the event of default in an underlying 
bond—have grown to the point that, 
although direct data do not exist, such 

Figure 5.9 
Predicted and Actual Spreads with Average 
External Conditions, Latin America 
and the Caribbean

Source: Authors’ calculations based on JPMorgan database 
from Bloomberg database.
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Figure 5.8 
Predicted and Actual Spreads, Latin America  
and the Caribbean

Source: Authors’ calculations based on JPMorgan database 
from Bloomberg database.
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credit derivatives have been estimated to amount to about 50 percent of the face value of 
emerging markets’ international debt securities.14 The purchaser of CDSs pays an annual 
premium to the seller and, in the case of default, can sell the underlying bond and receive 
the full face value from the insurance provider. But the buyer of the CDS does not need to 
own the bond, and thus this derivative instrument provides a simple, low-cost method of 
“shorting” a bond. If an investor has a negative view of the debt of a certain borrower, he or 
she can purchase CDSs on the underlying bond. If the investor’s expectations prove correct, 
the spreads on the underlying bond will widen, and the annual rate on the CDS will likewise 
increase. The investor can sell the position for a profit at that point or enter an offsetting 
CDS transaction, assuming the opposite side this time. This means that the volume of credit 
derivatives could increase out of proportion to the existing underlying bonds and that track-
ing who is assuming what risks may become very difficult for a financial markets regulator. 
At the other end, the seller of insurance can take a highly leveraged position by obtaining a 
rate of return comparable to that of the underlying bond but without needing to disburse the 
money that would have been necessary to buy the bond.

The sharp growth in the CDS market could be a positive development in providing for a 
better risk distribution and more complete markets. Institutions like banks or other investors 
can more easily adjust the degree of exposure that they wish to have against certain credit 
risks. But with a relatively new and complex instrument—the CDS market on U.S. corporate 
debt, for example, did not take off until the late 1990s—there is always the risk that some in-
vestors will take large positions without understanding them very well and that a shock may 
cause the market to unravel. A scenario could arise in which conditions turn unexpectedly 
for the worse in the underlying country, and institutions that have taken highly leveraged 
positions will incur large losses that they may be unable to absorb. 

14 The IMF reports rough estimates in the range of US$300–500 billion in face value CDSs, while the outstanding 
stock of international debt securities—public and private—of emerging economies is just above US$800 billion (IMF, 
2006c).





CHAPTER 6 
The Role of Multilateral
Lending

SOVEREIGN DEBT OWED TO PRIVATE CREDITORS grew substantially over the 1990s, 
but official debt (multilateral and bilateral lending) remains significant—and constitutes more 
than 40 percent of the total sovereign external developing country sovereign debt (Figure 
6.1).1 Moreover, multilateral debt, which accounts for 28 percent of total developing country 
sovereign external debt, remains important not only for its sheer size, but also because dif-
ferent theories regarding the role of official creditors, and multilaterals in particular, suggest 
that their influence extends well beyond 
the cash they provide. Hence, while it 
is a commonplace to note the declining 
market share of multilaterals in capital 
flows, they remain important players for 
sovereign debt management.

Multilateral lenders consist of the 
International Monetary Fund, the World 
Bank, the regional development banks 
(RDBs, which include the Inter-American 
Development Bank), and other smaller 
institutions. The multilaterals each have 
different mandates in accordance with 
their charters or articles of agreement, 
and this affects their lending policies. For 
example, the IMF’s mission of supporting 
adjustment to external payments imbal-
ances should imply a specific pattern of 
lending flows, heavily influenced by the 
external financial position of its member countries. The World Bank seeks to enhance devel-
opment in lower-income countries and to eradicate world poverty, and thus its flows should 
be determined by longer-term strategies and to a lesser extent by current financing needs. 
The RDBs each have a particular set of objectives closer in spirit to those of the World Bank. 
The World Bank Group and RDBs including the IDB also lend to the private sector, an area 

1 This figure is for 2004, using the Global Development Finance definitions for long-term public sector debt, includ-
ing IMF lending. Concessional lending is excluded. Naturally, multilateral financing is even more important in those 
countries that do not have market access and in which concessional finance is more significant. 

Figure 6.1 
Structure of Developing Country Public External 
Debt 

Source: World Bank, Global Development Finance. 
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which is growing in importance, but the majority of the business of most multilateral devel-
opment banks remains sovereign lending.2 

Multilateral lenders offer concessional finance and aid as well as finance at noncon-
cessional rates—although in general these rates are still lower than market rates paid on 
commercial debt. Concessional finance is offered to countries in accordance with particular 
conditions related to per capita income and the level of national development. Official lend-
ing also includes bilateral lending through national development agencies such as the United 
States Agency for International Development (USAID), the United Kingdom’s Department 
for International Development (DFID), and Germany’s Kreditanstalt für Wiederaufbau (KfW) 
and Deutsche Investitions- und Endtwicklungsgesellschaft (DEG). The majority of this debt 
is concessional in nature. However, bilateral lending also includes government-guaranteed 
loans extended by export credit agencies such as Hermes (Germany), Companía Española de 
Seguros y Créditos a la Exportación (CESCE, Spain), Coface (France), and the United States 
Export-Import Bank. Lending by these agencies may be nonconcessional. For example, ex-
port credit guarantees granted by these institutions to developing country governments or 
to private borrowers with official backing are included in sovereign lending and may be on 
nonconcessional terms.

BROAD TRENDS IN SOVEREIGN EXTERNAL DEBT 

Total long-term developing country sovereign external debt (excluding that financed by the 
IMF) rose sharply during the 1990s but since the late 1990s has been flat at about $1 tril-
lion (Figure 6.2) (see Chapter 2 for a discussion of the evolution of external debt in Latin 
America). Sovereign external debt held by private creditors in the 1980s was largely held by 
commercial banks, but through the 1990s, in part as a result of the Brady restructurings and 
then through subsequent new issues, debt in the form of bonds grew substantially. Bonds 
only represented some 6 percent of sovereign debt owed to private creditors in 1989 but 
now represent as much as 46 percent of total sovereign external long-term nonconcessional 
debt.3

At the same time, within nonconcessional debt it is notable that multilateral debt has 
increased relative to bilateral debt in recent times. In 1991, bilateral nonconcessional debt 
accounted for about 20 percent of total debt, and it reached a peak of about 25 percent in 
1994–1995 with the financial support offered to alleviate the Mexican crisis. It has now fallen 
back to about 14 percent. Multilateral debt represented only 11 percent of the total in 1984, 
was about 18 percent of the total in 1991, and has now risen to about 21 percent of the total. 
In the last decade or so, then, multilateral debt has lost market share relative to private debt 
but has gained it relative to bilateral debt, and the net effect has been if anything a slight rise 
in market share (the trends are roughly identical when Latin America is considered, as op-

2 In fact the European Bank for Reconstruction and Development is the only multilateral that principally lends to the 
private sector. 
3 In this chapter, whether or not debt is external is defined by residence, in keeping with the GDF definitions, and 
hence the definition in this chapter is different from the one used in Chapter 2. The idea here is to compare multi-
laterals (which by definition are nonresidents of the countries to which they lend) and nonresident private sector 
agents.
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posed to all developing countries; 
see Chapter 2).

Country recipients of mul-
tilateral finance are highly con-
centrated. The top 10 recipients 
accounted for 58 percent of the 
stock of multilateral lending as of 
2004. However, these countries 
also accounted for about 69 per-
cent of recipient GDP. But within 
this group there are very differ-
ent cases. China, for example, ac-
counts for 30 percent of recipient 
GDP but only 7.4 percent of the 
stock of multilateral lending.4 And 
India accounts for 13 percent of 
recipient GDP and only 3.5 percent 
of multilateral lending. By contrast, 
the remaining 8 countries in the 
top 10 account for 47 percent of 
multilateral lending but only 25 per-
cent of recipient GDP.5 While these 

8 countries then appear to account for a disproportionate amount of multilateral debt stocks 
according to this measure (and China and India too little), it is interesting to note that they 
also account for 51 percent of external private sector lending to recipient sovereigns. 

Considering Latin America specifically, the concentration of multilateral finance mirrors 
the size of recipient economies more closely. The largest seven economies in the region ac-
counted for 90 percent of recipient GDP and received 80 percent of the stock of multilateral 
lending as of 2004. Chile is something of an exception, accounting for 4 percent of recipient 
GDP but receiving only 1 percent of multilateral lending. The stock of multilateral financing 
also mirrors closely that of external private financing, with the seven largest economies ac-
counting for some 87 percent of total private external lending to the region.

Figure 6.3 illustrates the importance of multilateral financing in Latin America (panel a) 
and the importance of concessional finance within multilateral finance (panel b) as of 2004. 
Panel (a) shows that the World Bank tends to provide a large share of lending to the large 
countries in the region, and the RDBs concentrate more on the smaller countries. For the 
largest seven countries, the World Bank provides 39 percent of multilateral finance, ranging 
from 9 percent in Venezuela to 56 percent in Mexico.6 For the smaller Latin American and 
Caribbean countries, the World Bank’s average market share of multilateral lending is 24 
percent, with the range from 4 percent in Barbados to 51 percent in Haiti. 
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Source: World Bank, Global Development Finance.

4 GDP at “long-term” exchange rates (purchasing-power parity) is used here; this makes China an even larger econ-
omy in terms of total recipient GDP.
5 The other 8 countries are Argentina, Brazil, Colombia, Indonesia, Mexico, Peru, Russia, and Turkey.
6 This is a simple average; a weighed average would yield a larger value.
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7 The issue of debt relief is discussed fur-
ther in Chapter 10.

Multilateral finance is par-
ticularly important for the poorer 
countries of the region, including 
Bolivia, Haiti, and Guyana, and 
less important for countries such 
as Venezuela, Argentina, Panama, 
Brazil, and Mexico. And for those 
countries in which multilateral fi-
nance is particularly important, 
concessional finance tends to 
be an important component of 
multilateral lending. In fact, total 
concessional finance (to all devel-
oping countries) increased consid-
erably over the 1980s and jumped 
further in 2003 to reach the cur-
rent stock of about US$450 bil-
lion (Figure 6.4). Note that the 
majority of concessional finance 
comes from bilateral donors—
about 62 percent in 2004—al-
though multilaterals have been 
gaining market share. In 1990, 
bilaterals accounted for about 75 
percent of the stock of conces-
sional financing, and the figure 
was 80 percent in 1980. As Figure 
6.5 shows, in Latin America, con-
cessional finance peaked in dollar 
terms in 1995 at just under US$40 
billion. Again, multilaterals have 
increased their market share con-
siderably vis-à-vis bilaterals since 
the early 1990s, with that share 
reaching 44 percent in 2004 (debt 
relief may affect these figures 
significantly).7 

There is a small literature on 
the multilaterals and official lend-
ers more generally. A survey of 
Econlit (a comprehensive elec-

Figure 6.3 
Multilateral Debt Composition for LAC
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tronic catalogue of papers published 
in economic journals) reveals some 
924 references to the IMF from 1969 
to the present; about 52 percent of 
all references to the international fi-
nancial institutions are about the IMF.8 
However, the catalogue contains only 
100 references in all to the regional 
development banks. In fact, there is 
almost no research on what makes 
multilateral lenders different or special 
or on how they may differ from pri-
vate lenders or bilateral lenders.9 And 
hence from this point on, the chapter 
focuses on multilateral lenders, spe-
cifically the multilateral development 
banks, excluding IMF lending.

DIFFERENCES BETWEEN 
MULTILATERAL AND PRIVATE 
LENDERS

What makes multilateral lending dif-
ferent from private lending? First and 
foremost, multilaterals and private 
sector lenders have different objec-
tives. The private sector is motivated 
by profits, whereas multilateral lenders 
have a general objective of promoting 
development and social welfare in the 
countries that borrow from them. This 
may lead multilaterals to lend more 
in support of development projects, 
to lend in riskier environments, and 
to lend more in hard times relative to 
private lenders. This characterization 
also supports the view that multilater-
als may act countercyclically, while it 
is likely that private lenders would be 
procyclical (Ratha, 2001).
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8 There are some 782,000 references in Econlit, so the papers on the IMF account for about 0.1 percent.
9 The International Financial Institutions Research Site (www.wellesley.edu/Economics/IFI) is a useful resource for 
literature on multilaterals. 
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Second, it has been argued that multilateral lending has a greater potential to become 
a victim of political influence than does private lending. Most multilaterals are governed by 
boards of directors controlled by the richest countries.10 This composition may be reflected 
in lending priorities. Barro and Lee (2005) suggest that IMF loan frequency is affected by 
country voting rights in the IMF and the alignment of countries with the United States in 
terms of voting patterns in the UN assembly and trade patterns. This analysis is extended 
in Bobba (2004), which also finds support for politics in IMF lending. Faini and Grilli (2004) 
argue that the pattern of World Bank and IMF lending is affected by shareholders’ commer-
cial relations. 

Third, from the standpoint of the borrower, multilateral loans may be considered more 
costly in terms of red tape and conditionality (when the borrower sees the latter as a bur-
den) but cheaper in terms of the interest rate charged. Borrowing from a multilateral gener-
ally involves detailed discussions about the intended use of the funds, conditions regarding 
promised economic reforms or other matters, and extended negotiations on many details 
of both the loan and possibly the macroeconomic environment.11 On the other hand, a bond 
may have a higher interest rate than a loan from a multilateral, and while there are certainly 
administrative and legal costs associated with a bond issue that have to be paid, these may 
be less demanding in terms of time of senior officials. As a consequence, when countries 
have access to relatively inexpensive private funds, for example, in periods of abundant 
global liquidity, officials may prefer to borrow from the private sector, but when conditions 
are less favorable and private sector interest rate spreads rise, the additional red tape and 
conditionality is worth enduring to obtain the lower costs associated with borrowing from 
multilaterals. In the limit, in times of severe market dislocation, multilateral funds may be 
the only ones available. 

Fourth, it has been argued that an important difference between a private lender and a 
multilateral is the structure of information (Rodrik, 1995). Information problems have been 
stressed as explanations of both excessive private lending and sudden stops and—poten-
tially—enhanced sensitivity to fundamentals on the part of private lenders.12 A close relative 
to these information issues is coordination problems between individual lenders. This may 
give rise to such crises as multiple equilibria phenomena, as in the classic models of bank 
runs. Multilaterals may be presumed to be exempt from such behavior. 

A fifth difference is seniority. Multilateral institutions enjoy the status of a preferred 
creditor, which grants them legal priority over private creditors. (Note that this does not 
extend, in general, to bilateral official loans.) The interaction between official and private 
debts in times of debtor distress is, however, a complex one, as official loans are usually 
made available at such times, while short-term private financing may be withdrawn (Jeanne 
and Zettelmeyer, 2001; Demirgüç-Kunt and Fernández-Arias, 1992). 

10 Exceptions include the IDB and Andean Development Corporation (CAF).
11 Conditionality may act similarly to covenants in a private sector loan contract, potentially increasing the probability 
of repayment, or promoting the development agenda of the multilateral—perhaps solving a political coordination 
problem in the recipient country or allowing reform to take place where reform involves up-front costs and longer-
run payoffs.
12 See Kletzer (1984) on the possibility of lending booms (and busts) and Calvo (1998) and Calvo and Mendoza (2000) 
on enhanced sensitivity to fundamentals.
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The preceding discussion suggests that multilateral and private flows are likely to af-
fect each other. An attractive feature of multilateral lending is that it may be catalytic, 
namely, that it may provide incentives for private investors to lend to the country as well. 
Rodrik (1995) suggests that multilaterals may have better information on the economic fun-
damentals in a particular borrowing country and rationalizes their lending as “putting their 
money where their mouth is.” In the absence of such lending, statements from the multilat-
erals regarding the good health of a particular economy may not be considered credible. Mul-
tilateral lending is then seen as a signal to enhance the generally poor information available 
to private lenders.13 An alternative view that has not been explored in the existing literature is 
that causality may run in the opposite direction. That is, private flows may affect the amount 
of multilateral flows that follow in later years. Two theories that support this alternative are 
as follows. The first is that a negative effect of private flows on multilateral flows could be 
due to the fact that countries that obtain ample private finance graduate from multilateral 
lending and hence should see the share of multilateral lending in total lending diminish over 
time. A second theory, which would instead predict a positive correlation between private 
and multilateral flows, might be that countries attract private flows precisely because they 
have enacted reforms that also attract multilateral interest. A third, more political view might 
be that countries that are borrowers on private markets, and hence are highly integrated into 
world financial markets, have greater negotiating power or have become “too big to fail” and 
hence also attract more multilateral financing, especially when times are hard. 

MODELING MULTILATERAL LENDING 

The foregoing discussion suggests a set of interesting questions: do multilaterals lend to 
the same countries as the private sector, and if not, what might explain the differences? Is 
multilateral lending explained by economic variables: do countries graduate from multilat-
eral lending such that private lending is a substitute for multilateral, or are the two lending 
sources complements, and does multilateral lending decline as GDP per capita rises? Is mul-
tilateral lending pro- or countercyclical, and does GDP per capita matter for nonconcessional 
multilateral lending? Is multilateral lending influenced by political factors? What happens to 
multilateral lending when countries default? In times when countries have access to private 
finance, does demand for multilateral lending decline as world interest rates fall?

The group of four graphs in Figure 6.6 illustrates multilateral and private flows to devel-
oping countries worldwide over two time periods. Panel (a) illustrates that multilateral flows 
rose substantially after 1976 as per capita GDP growth fell, reaching a peak in 1983 when per 
capita growth fell to a low of just over 1 percent in developing countries. Panel (b) shows a 
similar pattern in the 1990s. Multilateral flows rose in 1992 and peaked in 1993, while per 
capita GDP growth fell to a low in 1992 and then recovered strongly beginning the next year. 
In the remainder of the 1990s, growth remained high and multilateral flows low, although 

13 However, using a panel vector autoregression framework, Powell, Ratha, and Mohapatra (2002) find mixed evi-
dence that multilateral flows (IMF plus World Bank plus RDBs) stimulate private flows. A second catalytic role of 
multilaterals might be to coordinate private sector lenders. Morris and Shin (2003) and Corsetti, Pesenti, and Roubini 
(2001) focus on the potential role of the IMF in this regard. Mody and Saravia (2003) attempt to test whether there 
is evidence of IMF programs’ being catalytic. They find that there is no general evidence in favor of a catalytic effect 
but that if an IMF program is extended before fundamentals have deteriorated too much, and if reform looks likely, 
then IMF programs may spur private sector lending.
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there is substantial volatility in the 
series. At the end of the time series 
depicted in the panel, in 2003, per 
capita GDP growth picks up again, 
and multilateral flows fall.

Panels (c) and (d) of Figure 6.6 
illustrate private sector sovereign 
lending flows over the period. As 
the panels show, private flows are 
much more procyclical than multilat-
eral flows in the same period. In the 
period covered in panel (c), private 
flows fall sharply as growth falls, al-
though they do not pick up as growth 
recovers, surely reflecting the fact 
that many countries, especially in 
Latin America, were in default over 
this period. In panel (d), covering the 
1990s, private flows rose strongly 
as growth increased. Going beyond 
this graphical analysis is complicated 
by the dynamic nature of loans, as 
a loan extended in one year has 
consequences for future flows and 
for future stocks. Fernández-Arias 
and Powell (2006) use dynamic panel 
techniques designed to handle this 
dynamic nature. Their main findings 
in regard to the factors influencing 
patterns of multilateral financing can 
be summarized as follows (Figure 
6.7):14 
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Figure 6.6 
Multilateral and Private Sovereign Debt Net Flows

a. Multilateral flows (1976–1989)

Multilateral lending Growth in GDP per  
(left axis) capita (right axis)  

19
90

19
91

19
92

19
93

19
94

19
95

19
96

19
97

19
98

19
99

20
00

20
01

20
02

20
03

Pe
rc

en
ta

ge
 o

f G
D

P

0

1

2

3

4

5

6

0.00

0.02

0.04

0.06

0.08

0.10

0.12

Pe
rc

en
ta

ge
 c

ha
ng

e 
in

 G
D

P 
pe

r 
ca

pi
ta

b. Multilateral flows (1990–2003)

14 In Fernández-Arias and Powell’s study, the dependent variable (or variable that the regressions attempt to explain) 
is the stock of multilateral lending, and the explanatory variables include the stock of private sector lending as a 
percentage of GDP, economic variables such as growth and the fiscal deficit, and political variables such as whether 
a particular recipient country is politically aligned with the United States, measured using voting patterns in the UN 
General Assembly. The short-term U.S. interest rate is included as a measure of world liquidity, and a variable is also 
defined to indicate whether a particular recipient country is in default with private creditors. The great advantage 
of using panel techniques is the ability to control for factors that are common across time for a single country (so-
called country fixed effects) and factors that are common across countries for a single moment in time (known as 
time effects). See Fernández-Arias and Powell (2006) for technical details. In brief, the analysis employs the Blundell-
Bond estimator, which estimates a system including an equation in levels and a second equation in first-differences, 
instrumenting variables that are considered endogenous. 
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1. Lower per capita GDP growth is 
associated with larger multilateral 
lending, suggesting that multilater-
als’ financing flows are countercy-
clical.

2. There is some mild support for the 
notion that countries that are more 
politically aligned with the United 
States receive a higher share of 
multilateral loans as a percentage 
of GDP, but the coefficient is only 
marginally statistically significant. 

3. There is no support for the idea 
that closer economic ties to the 
United States bring about higher 
multilateral lending. 

4. Countries that receive more private 
sector lending also receive more 
multilateral finance.15 Hence, there 
is no evidence of “graduation” in 
these estimates, in the sense that 
the results indicate that multilat-
eral lending and private lending 
have been complements, rather 
than substitutes. 

5. The coefficient on the indicator for 
being in default is highly signifi-
cant, suggesting that countries in 
default, and hence lacking access 
to private markets, receive more 
multilateral finance. 

6. In nondefault periods, when U.S. in-
terest rates rise, countries appear 
to draw more multilateral financ-
ing, indicating that when countries 
do have access to private markets, 
the opportunity cost of borrowing 
on such markets becomes an im-
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Source: World Bank, Global Development Finance. 

15 While it is likely that countries that attract private sector funding by implementing reforms such as privatization at-
tract both forms of finance at the same time, the econometric technique controls for this possible channel and does 
not support such an explanation. A second interpretation is that countries with large private loans outstanding have 
more bargaining power or are considered “too big to fail” and hence attract greater multilateral finance.
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portant determinant of the choice 
of financing source. As world inter-
est rates fall, countries borrow less 
from multilaterals. 

The preceding analysis provides salient 
information about patterns in multilat-
eral lending, but it still does not answer 
the question, how is multilateral lend-
ing different from private lending? If 
multilaterals behave like private credi-
tors, then the explanatory variables 
should affect both sources of lending in 
the same way. Any deviation from such 
a pattern would then be suggestive of 
a differential effect of the explanatory 
variables. To filter out commonalities, 
Fernández-Arias and Powell (2006) con-
duct an analysis of the difference in 
lending shares of private and official 
creditors. Figure 6.8 illustrates the main 
results. The negative coefficient on the 
indicator of GDP growth suggests that 
multilaterals are more countercyclical 
than private creditors in their lending. 
There is also a negative coefficient on 
total external debt, indicating that as 
debt rises, multilaterals tend to lend 
less than the private sector. However, 
the positive coefficient on the private 
default variable indicates that multilat-
eral financing is made available when 
countries do not have access to private 
creditors.16

Figure 6.7 
Explaining Multilateral Lending

Source: Authors’ calculations based on data from World Bank, 
Global Development Finance.
Note: Blocks indicate the estimated long-run marginal effects of 
one additional unit of independent variable (horizontal axis) on 
dependent variable (multilateral lending (% GDP)).
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16 An intriguing result not illustrated in the figure is that multilateral amortizations appear with a positive sign, 
whereas those involving the private sector appear with a negative one. This suggests that multilateral disburse-
ments (relative to private) rise when multilateral amortizations increase but decrease relative to private when private 
amortizations rise. It is also found that countries obtain more multilateral finance relative to private when the fiscal 
balance is more negative (higher deficit) or inflation is higher, but these effects are not significant

Figure 6.8 
Differences between Multilateral and Private 
Lending

Source: Authors’ calculations based on data from World Bank, 
Global Development Finance.
Note: Blocks indicate the estimated long-run marginal effect of 
one additional unit of independent variable (horizontal axis) on 
dependent variable (difference between multilateral disburse-
ments (% GDP) and private disbursements (% GDP)).
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ARE MULTILATERALS CATALYTIC?

If multilaterals have an information advantage over smaller, uncoordinated private lenders, 
multilateral lending may provide a “seal of approval” type of signaling effect (Rodrik, 1995). 
Fernández-Arias and Powell (2006) test this idea by examining whether private lending flows 
are affected by multilateral flows and a set of other explanatory variables (Figure 6.9).17 They 
find evidence that multilateral flows do indeed crowd-in private flows. The lagged multilat-
eral flow variable in their study is statistically significant with a positive coefficient, although 
the significance level varies in alternative specifications. One possibility is that the positive 
coefficient arises from waves of privatization or liberalization reforms and hence higher 
inflows of both private and multilateral money. However, introducing indicator variables 
for such effects does not change the 
results, and the indicators themselves 
are not significant. Growth also has 
a positive coefficient, suggesting that 
private flows are procyclical, and being 
in default has a negative coefficient, 
highlighting the previously discussed dif-
ferences with respect to multilaterals. 
Overall, Fernández-Arias and Powell’s 
conclusion is that the catalytic effect 
of multilateral flows on private lending 
flows is robust to alternative specifica-
tions. Naturally, the result is open to dif-
ferent interpretations; three possibilities 
are (1) the story advanced by Rodrik: 
that multilaterals have superior infor-
mation and signal good housekeeping; 
(2) that multilaterals actually promote 
reforms (that are not picked up in other 
variables in the regression), enhancing 
the investment climate; and (3) that mul-
tilaterals facilitate private sector lending 
through other channels, for example, by 
improving infrastructure and the avail-
ability of human capital.

In sum, the empirical results show that there are indeed significant differences between 
multilateral (nonconcessional) flows and private flows. There is evidence that the private 

Figure 6.9 
Multilateral Catalytic Effect

Source: Authors’ calculations based on data from World Bank, 
Global Development Finance.
Note: Blocks indicate the estimated long-run marginal effect 
of one additional unit of independent variable (horizontal axis) 
on dependent variable (private net flows (% GDP)). Confidence 
intervals that are too narrow to be displayed meaningfully are 
not shown. 

Pe
rc

en
ta

ge
 o

f G
D

P

–3.0
Multilateral 
net flows 
(% GDP)

Growth in 
GDP per 

capita

Being in 
default 

Total debt
(% GDP)

Fiscal 
balance
(% GDP)

–2.0

–1.0

0.0

1.0

2.0

3.0

4.0

5.0

95% confidence
interval

17 These variables include GDP growth, total external debt, GDP per capita, fiscal deficit, and an indicator for being 
in default with private sector creditors. They also include country fixed effects and time effects to control for other 
nonobservable variables common for particular countries and across time, respectively. Variables are included as 
a percentage of GDP or in logarithms to ensure appropriate scaling. An indicator variable for banking crises was 
also employed in some specifications. Note that this analysis differs from the one discussed in the previous section 
because of the different dynamic lag structure (for example, in the regression used for this analysis, contemporary 
multilateral flows are not included).
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sector is procyclical, whereas multilaterals are countercyclical, with respect to recipient 
country growth. Multilaterals tend to increase their exposure during periods when a borrow-
ing country is in default, when private sector flows are reduced. Recipient countries tend to 
reduce their borrowing from multilaterals when world interest rates are low and increase 
them when these rates rise. There is only weak and not particularly robust evidence that 
politics affects multilateral lending. There is evidence that multilaterals catalyze private sec-
tor flows. 

DIFFERENCES BETWEEN MULTILATERAL AND BILATERAL LENDERS

Total official development assistance (ODA) to developing countries grew rapidly over the 
1970s and 1980s and then stabilized in the mid-1990s, with a slight falloff at the end of that 

decade, followed by another increase 
in the early 2000s (Figure 6.10). Bilat-
eral aid is an important component 
of ODA, as more than 70 percent of 
the total consists of bilateral aid from 
22 OECD countries. Development as-
sistance is less important for Latin 
America relative to other regions, 
although it is important for some 
individual Latin American countries.18 

Again the majority of development 
assistance (about 75 percent of the 
total) offered to Latin America comes 
from bilateral sources.

Rodrik (1995), in considering the 
question of why multilateral lend-
ing exists, asks what would drive a 
creditor country to lend through the 
intermediary of a multilateral rather 
than directly to a recipient country. 
He suggests that multilaterals may 
have a comparative advantage over 
individual countries in establishing 
and monitoring appropriate condi-

tionality. This is important because recent research suggests that the macroeconomic policy 
environment in a country may be important for making aid to that country effective.19 Mul-
tilateral loans also enjoy a preferred creditor treatment that bilateral loans do not receive. 
Moreover, a country may attempt to selectively default on one bilateral, hoping that relations 

18 Over the last five years, Nicaragua received ODA valued at 2.5 percent of GDP, Bolivia 2.2 percent, and Honduras 
1.9 percent.
19 On conditionality, see, for example, Hopkins et al. (1997). On aid and growth, see, for example, Burnside and Dollar 
(2000) and Easterly (2003). 

Figure 6.10 
Official Development Assistance to Developing 
Countries

Source: OECD (2005). 
Note: Total official development assistance includes grants or 
loans to countries and territories included in Part I of the OECD 
Development Assistance Committee’s List of Aid Recipients (de-
veloping countries).
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with others will not be affected. The Paris Club, although only an informal group, attempts to 
avoid these problems by reaching consensus among creditor nations.

The issue of coordination among bilateral lenders is also an important consideration. It 
is likely that $1 million in aid administered through one agency will be more effective than 
the same sum administered through 20 agencies. The 20 agencies might suffer problems in 
coordinating project preparation and planning, in monitoring the use of money extended, 
or in monitoring projects themselves. If several agencies support a single project, it clearly 
makes sense to aggregate many functions rather than duplicate them. These arguments 
suggest that multilaterals may have an advantage in simply coordinating aid from a wide set 
of bilateral donors and also suggest that aid may be more effective in countries that have 
only one or two donors.

It could be argued that politics may be more important for bilateral lending decisions 
than for multilateral lending decisions or that politics may affect bilateral lending in a differ-
ent way from multilateral lending. Alesina and Dollar (2000), for example, compare bilateral 
concessional flows to private FDI flows, arguing that the former are driven more by politics 
and the latter more by economics. A bilateral lender may face the choice of lending out of 
its own resources to a political ally versus the possibility of harnessing the greater resources 
of many bilaterals, through the medium of a multilateral lender, but perhaps seeing its par-
ticular interest diluted. 

Figure 6.11 sorts OECD donors in terms of total aid extended and describes the determi-
nants of their allocations of bilateral aid. As the figure shows, the United States is the largest 
donor among the OECD countries, accounting for about 23 percent of total aid from those 
countries over the period considered here. The other large donors are Japan (20 percent of 
total aid), France (13 percent of total aid), Germany (11 percent of total aid), and Great Britain 
(5 percent of total aid). 

The figure divides the determinants of bilateral aid into four categories: economic ties, 
political ties, colonial connections, and GDP per capita. The bars in the figure illustrate the 
importance of each factor in assigning each donor’s aid to recipient countries (see Powell 
and Bobba, 2006, for details).20  

The figure indicates that some donors extend significant percentages of aid to ex-colo-
nies (France, Great Britain, and Portugal), countries with economic ties (Australia, Portugal, 
New Zealand, and Greece, and to some extent, the United States and Japan), and countries 
with political ties (Greece, New Zealand, and Switzerland). The data suggest that the United 
Kingdom, Holland, Italy, Canada, Sweden, Norway, Denmark, Belgium, Finland, and Ireland 
extend more financing to poorer countries (as measured by GDP per capita), with the United 
States, Japan, Spain, and Greece extending less assistance to poorer countries according to 

20 The bars depicting “Economic ties” give the percentage of the donor’s aid that is extended to recipient countries 
that have a value on the “Economic ties” measure that ranks them above the 75th percentile on that measure among 
all recipients of aid from that donor for the sample period. The bars depicting “Political ties” show the percentage 
of the aid extended by the donor to recipient countries that have a value on the “Political ties” measure that ranks 
them above the 75th percentile on that measure among all recipients of aid from that donor for the sample period. 
The bars depicting “GDP per capita” show the percentage of the aid extended by the donor to recipient countries 
whose GDP per capita ranks below the 25th percentile on that measure among all recipients of aid from that donor 
for the sample period. And the bars that depict “Colonies” show the percentage of the donor country’s aid that is 
extended to ex-colonies of that donor country over the sample period.
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this measure. The observations on colonial connections and to a lesser degree on political 
ties support the conclusions of Alesina and Dollar (2000).

Powell and Bobba (2006) compare the behavior of multilateral and bilateral aid flows, 
and while they control for a large set of variables, they focus their analysis on two variables. 
The first is a measure of political ties, and the second is an index that captures whether aid 
is given by many donors or is extended by only a few. In order to build an index of political 
ties for multilaterals, Powell and Bobba (2006) add, across donors, the log of their measure of 
political ties between each recipient and donor, with weights that consider the voting power 
of that donor within a particular multilateral institution.21 The authors use the Herfindahl 
index to measure the concentration of bilateral aid to each country.22 

Figure 6.11 
Characteristics of Bilateral Aid: Indications of Donor Preferences 

Economic ties GDP per capita Political ties Colony

Source: Authors’ calculations based on data from OECD (2005); IMF, Direction of Trade Statistics; and UNCTAD and Bank 
for International Settlements databases.
Note: Order of donors is in terms of total aid granted. Bars for “Economic ties,” “Political ties,” and “Colony” show, as a 
percentage of total aid, the amount of aid extended by a particular donor to recipients where there are economic, politi-
cal, and colonial connections, respectively, with that donor. Bars for “GDP per capita” measure donors’ attitude toward 
giving aid to poorer countries.

21 Let Tij be the variable representing political ties between donor i and recipient j and qmi the quota of each donor 
i in multilateral m, and let D be the total number of donors; the variable representing the connection between the 
particular multilateral, m, and recipient j is then computed as

Tmj  = Σ Tij  ∗ qmi .
D

i = 1

Hence the explanatory variables reflect the relevant characteristics of donors, and in the case of multilaterals, 
aggregation, with the donor’s voting power in a particular multilateral used as a proxy for its influence in that mul-
tilateral.
22 The Herfindahl index has a value of one if a country has only one bilateral donor; as the number of donors in-
creases, the index falls, eventually tending to zero if many donors extend only a tiny amount of aid each.
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Figure 6.12 illustrates Powell and 
Bobba’s (2006) main findings and 
shows that political ties are very 
important for bilateral lending and 
also that where bilateral aid is con-
centrated in only a few donors, re-
cipients tend to receive more aid.23 
However, the effect of politics is 
much smaller and often not statisti-
cally significant for the multilaterals, 
including the International Develop-
ment Association (the concessional 
arm of the World Bank), and even less 
important for the regional develop-
ment banks. Powell and Bobba (2006) 
also find that the Herfindahl index is 
not significant for multilaterals.

The interpretation is that bilateral 
aid may be more subject to political 
influence relative to multilateral aid 
and that a lack of donor coordination 
(where there are many bilateral do-
nors) may result in donors’ restricting 
aid, presumably because their aid is 
less effective or because they are 
less confident that the aid extended 

goes where it is intended. Multilateral aid does not appear to suffer from the same problems, 
suggesting that multilaterals may help to resolve coordination problems, but perhaps at the 
cost of diluting a bilateral donor’s particular interests.

MULTILATERALS: CONCLUDING COMMENTS

What makes multilateral development banks different when it comes to sovereign lending? 
This question in fact may be decomposed into two parts: first, what makes multilaterals 
different from private lenders with regard to nonconcessional lending, and second, what 
makes multilateral lending different from bilateral lending when it comes to concessional 
lending and in particular, official development assistance? The chapter shows that there are 
significant differences between the two types of lenders in both respects.

First, based on a direct test of whether multilaterals are similar in behavior to private 
sector lenders, there is evidence that multilaterals are more countercyclical and that mul-
tilaterals are particularly helpful when countries are starved of liquidity by global markets. 

Figure 6.12 
Bilateral versus Multilateral Aid Allocation

Herfindahl index Political alignment  
  with donors

Source: Authors’ calculations based on OECD (2005) data.
Note: Blocks indicate the estimated marginal effect of one ad-
ditional unit of independent variable (Herfindahl index or politi-
cal alignment with donors) on dependent variables (alternately, 
multilateral aid net flows (% GDP) or bilateral aid net flows (% 
GDP), horizontal axis). Herfindahl index is defined as sum of 
squares of lending shares of donors’ aid to each recipient.
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23 There is no evidence of the importance of economic ties, but Powell and Bobba do find that colonial ties are im-
portant (these results are not illustrated in the figure). 
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Second, there is evidence that multilateral flows are catalytic in that they appear to lead to 
higher future private sector flows. 

Finally, there are broad differences between multilateral and bilateral lenders when it 
comes to concessional financing and specifically to aid flows. Multilateral aid flows are less 
affected by political or colonial ties or political alignment, whereas bilateral flows do tend 
to be affected by these factors. There is also evidence that bilateral flows are larger where 
they are more concentrated in a few donors. A potential interpretation of this last result 
is that many bilateral lenders face a problem in terms of coordinating aid. Countries with 
many bilateral donors receive less aid in total. Intermediating aid through the multilaterals 
may resolve the problems of donor coordination, but at the cost of diluting the interests of 
a particular donor.



























































CHAPTER 8 

Institutional Investors
and the Domestic 
Debt Market

WHILE A DOMESTIC INSTITUTIONAL investor sector is a fundamental component of 
well-developed financial markets, the presence of one can be a mixed blessing in some 
emerging markets, in which governments are often financially strained and look for “captive” 
investors with whom to place their debt.1 In particular, governments can be tempted to ob-
tain financing from institutional investors through moral suasion or by twisting regulations in 
situations in which market access by normal means becomes scarce. Scarcity of financing in 
a country may arise from concerns about the soundness of its public finances. If those con-
cerns are well founded, the government’s use of institutional investors to obtain financing 
will allow the country’s debt to grow, and the eventual debt crisis to become more severe, 
while the losses that institutional investors eventually suffer may compromise the whole 
financial system. Conversely, a financing shortage in a country may arise from disruptions in 
the country’s financial markets, with little justification in terms of economic fundamentals. 
This may be the result of poorly informed investors reacting as a “herd” and magnifying a 
small financial disturbance. In such a case, local institutional investors with better informa-
tion and longer investment horizons can help increase stability in the market. 

A group of large, well-managed institutional investors is the anchor of many advanced 
domestic capital markets. Complex problems generally arise when a country’s domestic 
capital market is still relatively small, and when governments have large debts and are sub-
ject to frequent liquidity shortages. 

THE GROWTH OF INSTITUTIONAL INVESTORS

Institutional investors are an important source of financing for central governments. In 2000, 
pension funds, insurance companies, and mutual funds held about one-quarter of total cen-
tral government debt in emerging markets. By 2005, the share of government debt held by 
these institutional investors had grown to almost one-third of total central government debt 
(IMF, 2006b). 

Although institutional investors are critically important for the functioning of a country’s 
domestic government debt market, they are not a homogenous group with similar invest-
ment objectives. On the contrary, different types of institutional investors follow their own 
investment guidelines, and as a result the demand for government bonds ranges from short-

1 This chapter draws on Kiguel (2006).
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term treasury bills to long-term instruments. Pension funds and life insurance companies 
have a predictable funding flow and fairly predictable liabilities for long periods of time. As 
a consequence, they have a long-term planning horizon and look for assets that generate a 
stable flow of real income. By contrast, mutual funds and investment companies focus on 
the current market value of their portfolios, which is their main indicator of performance. 
Moreover, as they could face redemptions from shareholders at almost any time and are 
required to mark all their assets to market, they pay close attention to the liquidity of the 
financial instruments in which they invest. 

Banks are different from standard institutional investors because of the nature of their 
liabilities. As they have short-term deposits that are fixed in nominal terms and are redeem-
able on demand, banks differ from mutual funds (which also have short-term liabilities but 
whose value fluctuates with the market value of their assets) and from insurance companies 
and pension funds, which face long-term liabilities. 

The growth in the assets held by institutional investors has been remarkable in all seg-
ments of the global economy (Figure 8.1). In the advanced economies, the assets of pension 
funds and mutual funds increased from approximately 80 percent of GDP in 1997 to 112 per-
cent of GDP in 2003.2 Institutional investors are less important in emerging markets, but the 
growth of their assets in these markets has been very rapid as well, from 18 to 30 percent of 

GDP over the 1997–2003 period. In the 
mid-1990s, Latin American institutional 
investors held assets equal to approxi-
mately 10 percent of regional GDP, and 
hence their assets accounted for a 
much smaller share of GDP than those 
of average institutional investors in the 
emerging markets. Over the 1997–2003 
period, the size of the assets held by 
Latin American institutional investors 
grew faster than that of institutional 
investors located in other emerging 
markets and, by 2003, the aggregate 
assets of Latin American institutional 
investors were almost identical in size 
to those of institutional investors in the 
emerging markets. This rapid growth 
in the asset size of Latin American in-
stitutional investors was mainly due to 
the creation of private pension funds 
that took place in many Latin American 
countries in the mid-1990s. 
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Figure 8.1 
Assets of Mutual Funds and Pension Funds
(percentage of GDP)

Emerging markets Latin America  
(left axis) (left axis)

Advanced economies (right axis)

Source: IMF (2004b).

2 If insurance companies are added to these figures, the size of the assets held by institutional investors reaches 160 
percent of GDP in 2003. The advanced economies with the largest amounts of assets held by institutional investors 
are the United States and the United Kingdom, followed by France and Canada. Germany and Spain have relatively 
small institutional investors (Kiguel, 2006).
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In the advanced economies, pension funds and insurance companies have tradition-
ally been the largest institutional investors, although the amounts invested by investment 
companies (essentially, a variety of mutual funds) have recently been growing at a faster 
pace. The relative importance (in terms of total assets) of the different types of institutional 
investors varies from country to country. Insurance companies are relatively more important 
in the United Kingdom and in Japan, and pension funds in the United Kingdom, while invest-
ment companies prevail in the United States. 

Within Latin America, the countries with the largest presence of institutional investors 
are Chile and Brazil (Table 8.1). Chile was the first country in the region to privatize its pen-
sion system, and the assets of its institutional investors now amount to 88 percent of GDP 
(with pension funds managing assets equivalent to 60 percent of GDP). In Chile, insurance 
companies grew together with pension funds, primarily because they provide both retire-
ment income and life insurance to pension fund contributors. Mutual funds, though much 
smaller, still hold almost 9 percent of the Chilean GDP in assets under management. In Ar-
gentina, pension funds are the largest group of institutional investors, with assets amounting 
to 12 percent of GDP, while insurance companies manage assets equivalent to 5 percent of 
GDP, and mutual funds hold assets representing only 1 percent of GDP. Brazil is a unique 
case, as mutual funds are the largest institutional investors in that country, and their assets 
represent almost 30 percent of GDP.3 Asset holdings of mutual funds are also substantial 
in Colombia, where they are equivalent to 23 percent of GDP, more than twice the amount 
managed by pension funds. 

Table 8.1 Assets of Institutional Investors

(percentage of GDP)

 Insurance Pension Mutual funds and     
 companies funds investment companies Total

Advanced economies 45.40 50.40 47.20 143.00
Argentina 4.60 12.00 1.00 17.60
Brazil 2.80 14.80 28.40 46.00
Chile 19.90 59.10 8.80 87.80
Colombia 1.00 10.30 23.30 34.60
Mexico 1.70 5.80 5.80 13.30
Peru 2.20 11.00 n.d. n.d.
Latin American average   5.37 18.83 13.46 39.86

Sources: Kiguel (2006); for Brazil, Associação Brasileira Das Entidades Fechadas de Previdencia Comple-
mentar (ABRAPP), available at http://www.abrapp.org.br.
Note: All data are for 2003, with the exception of data for insurance companies, which refer to 2002. n.d. 
= data not available.

3 Brazilian mutual funds work mainly as money market funds and hold primarily government debt.
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PENSION FUNDS

The development of the pension fund industry in Latin America is relatively recent. In most 
Latin American countries, the industry started to grow in the mid-1990s as a result of the 
creation of private pension fund management companies when these countries started to 
move from pay-as-you-go pension systems to fully funded pension schemes. On average, the 
advanced economies tend to have larger pension funds than Latin American countries, but 
this is mostly because the United States, Great Britain, and Canada have very large pension 
funds. Once these three countries are dropped from the sample, the size (expressed as a 
share of GDP) of Latin American pension funds is not too different from (and, if anything, 
larger than) that of those in the advanced economies (Figure 8.2).

Pension funds located in the advanced economies hold about one-quarter of their as-
sets in government bonds (Figure 8.3). There are, however, substantial differences among 
countries in this group. In countries with large pension funds like the United Kingdom and 
United States, funds hold a relatively low proportion of government bonds. Countries with 
smaller pension funds (such as Austria and Italy) are characterized by much larger holdings 
of government bonds. Pension funds of emerging market countries located outside Latin 
America hold more than 50 percent of their assets, on average, in government bonds.4 The 
average share of government paper held by Latin American pension funds is 44 percent 
of total assets, which is larger than the prevailing average share in pension funds in the 
advanced economies but smaller than the prevailing average share in emerging markets. 
Again, there are large differences within the region. Government debt is particularly impor-
tant (close to or greater than 50 percent of total assets) in Mexico, Argentina, Uruguay, and 
Colombia, but relatively unimportant in Peru, Brazil, and Chile.

Usually, holdings of public sector debt are particularly high when a country’s private 
pension system is initially established. This is in part a result of the design of pension re-
forms, which often have the objective of helping governments to finance the costs of the 
transition out of a state-managed social security system, with its remaining liabilities to the 
retiring population. As high as these requirements may be, pension funds have at times held 
even higher shares of public debt owing to limited attractive investment opportunities in the 
private sector and legal limits on foreign asset holdings. Several Latin American countries 
(including Chile and Mexico) established special guidelines when their private pension sys-
tems were initially set up, allowing pension funds to hold a large fraction of their assets in 
government bonds in order to reduce the financing risks of the transition from a pay-as-you-
go system to a fully funded one.5 The idea was that limits on holdings of government debt 
would be reduced over time to ensure that pension funds diversified their assets and did not 
concentrate their exposure in the public sector. In other cases (e.g., Argentina and Uruguay), 
there were strict limits from the very beginning on the pension system’s holdings of govern-

4 Government bonds are particularly important in Central and Eastern Europe, where pension funds are relatively 
recent. In East Asia, however, there are large cross-country differences: Singapore has a large share of government 
bonds, Thailand is an intermediate case, and Korea has pension funds with small holdings of government paper.
5 As noted in Chapter 2, the financing gap associated with these transitions was in most cases almost entirely funded 
through the placement of government bonds with pension funds.
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ment bonds. The existing reg-
ulations are diverse, but most 
countries now impose limits 
(which are not always en-
forced) on the holding of gov-
ernment bonds or on overall 
exposure to the public sector 
(Table 8.2).

Thus, in Chile, pension 
fund exposure to the public 
sector remained at around 
50 percent of total assets 
through most of the 1980s and 
started to fall gradually only 
in the 1990s, before dropping 
sharply in the last six years. 
One possible reason for this 
reduction in pension funds’ 
holdings of public debt is that, 
as Chilean pension funds were 
confronted with a shortage 
of public debt (they currently 
hold roughly 85 percent of the 
total), they started to find al-
ternative investments in Chile 
and abroad (aided by a gradual 
relaxation of the foreign asset 
share limit). 

In Mexico, pension funds’ 
holdings of public debt started 
at very high levels (97 percent 
of assets) and remain at very 
high levels, though they are 
gradually being reduced. Ar-
gentina is clearly an outlier, 
as the holdings of government 
bonds significantly increased 

almost seven years after the inception of the reformed pension system, when the govern-
ment faced the 2001–2002 debt crisis. This increase in the holdings of government paper 
was, by and large, not voluntary and was driven by the need to ensure financing prior to 
the crisis. A similar scenario is observed in Uruguay following the recent debt crisis (Figure 
8.4).   

The only large Latin American country in which private pension funds hold a small share 
of total public debt is Brazil. Incidentally, Brazil is also the only large Latin American country 
that did not implement pension reform in the last few decades and hence has voluntary 

Figure 8.2 
Pension Fund Assets as a Percentage of GDP

Source: Kiguel (2006).
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Figure 8.3 
Government Bonds as a Percentage of Pension Fund Assets 

Source: Kiguel (2006).
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pension funds.6 Note that this low level of public debt holdings is due not to the fact that 
Brazil has small pension funds (in 2004, the assets of Brazilian pension funds were about 16 
percent of GDP), but rather to the fact that these funds hold a small amount of government 
securities. In 2004, only 12 percent of the assets of Brazilian pension funds were invested 

Table 8.2 Pension Fund Investments in Government Bonds and Foreign Assets

 Limits on holdings of Limits on holdings  
 public sector bonds of foreign assets

  Actual   Actual  
 Legal framework holdings Legal framework holdings

Argentina 50% of assets. 62% Up to 10% of fund’s asset value. 9%

Bolivia None. 77% 10−50% of fund’s asset value. 3%

Chile 40−70% of assets, 19% Up to 30% of fund’s asset value. 24%  
 depending on type  
 of fund. 

Colombia 50% of assets. 49% As regards compulsory pensions, 7%  
   up to 10% of fund’s total value  
   can be invested in foreign assets  
   (rule effective since September 1,  
   2001). No qualitative limits have  
   been set for voluntary pensions,  
   although law requires that issuer   
   be awarded “investment grade”  
   status by credit-rating agencies. 

Mexico None. 86% Although the SIEFORES law deter- 9% 
   mines that total investment in  
   instruments denominated in foreign    
   currencies (U.S. dollars, euros, yen)  
   must not exceed 10% of fund’s total  
   asset value, no restrictions have  
   been placed on issuer’s origin. 

Peru 40% of assets. 24% Up to 10% of fund’s asset value. 10%

Uruguay 50% of assets. 58% (Information not available.) 0

Sources: Levy Yeyati (2004); Kiguel (2006); Federación Internacional de Administradoras de Fondos de 
Pensiones (FIAP), available at http://www.fiap.cl.

6 Brazil’s system is voluntary in the sense that there is no Brazilian law that requires all workers to participate in a 
pension fund. However, the majority of large Brazilian enterprises require their workers to contribute to a pension 
fund. Therefore, for an employee of, say, Petrobras, participation in a private pension fund is not voluntary. 
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in government securities (Cowan and 
Panizza, 2006).7 

Although their exposure to the 
public sector is likely to decline in the 
coming years, pension funds are still 
likely to be important participants 
in the public debt market.8 More-
over, the cited preference for real 
returns makes them a natural inves-
tor base for local currency markets 
(Levy Yeyati, 2004). While govern-
ments should try to take advantage 
of the needs of pension funds and 
other institutional investors to fulfill 
their financial programs, a prudential 
regulatory framework needs to en-
sure that the government does not 
force them to hold more government 
bonds than these investors consider 
optimal. In most cases this objec-
tive is facilitated by requiring pension 
funds to mark bonds to market and 
by limiting their ability to book them 
as loans or long-term investments that could be considered at technical values until their 
maturity (for a discussion of this issue, see the last section of this chapter). 

One major restriction on the portfolio of pension funds is the limit on the foreign asset 
share, which aims to ensure that savings are channeled into the domestic economy. The fact 
that this restriction is binding in most cases (Table 8.2), combined with the dearth of long-run 
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Figure 8.4 
Percentage of Public Debt in Total Assets of Pension 
Funds
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Sources: Kiguel (2006); for Brazil, Associação Brasileira Das Enti-
dades Fechadas de Previdencia Complementar (ABRAPP), avail-
able at http://www.abrapp.org.br.

7 This figure may, however, underestimate the real share of Brazilian pension fund assets invested in government se-
curities. Leal and Lustosa (2004) show that in 2004, Brazilian pension funds had 12 percent of their portfolios directly 
invested in treasury securities. However, only 3 percent of their assets were invested in private debt, 5 percent in 
real estate, and 18 percent in equities. The remainder, 62 percent of the portfolio, was invested in fixed income funds 
and hedge funds. As these funds invest most of their assets in treasury securities, it is safe to say that the aggregate 
pension fund holdings of treasury securities is about 12 percent directly and more than 50 percent indirectly, through 
other funds. In fact, there seem to be some incentives for pension fund managers in Brazil to hold treasury securi-
ties. In the 1990s Brazilian pension funds were subject to rules that specified a minimum amount of their portfolios 
that should be held in treasury securities. In the late 1990s, new prudential rules were introduced, and instead of 
minimum holdings, maximum holdings of such securities have been established. Some of the maximum holdings are 
classified according to their credit risk; as treasury securities are considered to be in the class that has the lowest 
risk, fund managers have an incentive to hold these assets. In closing, it is important to point out also that Brazilian 
pension funds cannot hold foreign assets.
8 One striking feature of pension funds in Latin America is the small amount of stocks that they hold, as these invest-
ments represent only 16 percent of total pension system assets in Chile, the most mature system in the region. Peru, 
whose pension system holds 38 percent of its assets in stocks, is clearly an outlier. One open question is whether 
pension funds do not hold stocks because there is a lack of supply or whether instead it is a deliberate choice which 
limits the growth of the equity market in these countries. In several Latin American countries there are limits on the 
amount of equities that can be held by pension funds, but these limits are rarely binding (Mexico is an exception). 
In Argentina and Brazil, pension funds are allowed to hold up to 50 percent of their portfolio in stocks, and in Chile, 
Colombia, and Peru, the ceilings range between 30 and 40 percent (IMF, 2004b). 
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private investment assets, has certainly contributed to pension funds’ marked concentration 
in government debt. A survey of institutional investors in six Latin American countries sug-
gests that pension funds would like to hold more foreign assets but are prevented from doing 
so by existing constraints (Cowan and Panizza, 2006). Although there may be a prudential 
basis for the limit on foreign investment—to avoid a currency mismatch, as pension funds’ 
liabilities are denominated in domestic currency—it is unclear whether this reason justifies 
the imposed limit or whether the desire to create a captive demand for domestic financial 
instruments is the driving force of the regulations. Some recent developments may result in 
a relaxation of these constraints, with several countries opening up their markets to issuers 
from other countries in the region. For example, a Mexican company (América Móvil) is in the 
process of issuing long-term bonds in Chile which, under a newly implemented Chilean law, 
will be registered as domestic bonds and hence become exempt from restrictions based on 
foreign asset shares. Given the growth potential of the Latin American cross-border market, 
the IDB’s Private Sector Department is considering the possibility of promoting regional inte-
gration opportunities by providing guaranties to cross-border issuers.

INSURANCE COMPANIES

Insurance companies are the largest institutional investors in East Asia, but they are much 
less important players in Latin America (Figure 8.5). However, the increasing importance of 
pension funds has resulted in positive spillovers into the annuity market and contributed to 
the growth of the life insurance sector (IMF, 2004b). As a consequence, it is not surprising 
that Chile is the Latin American country with the largest insurance sector. 

One positive aspect of having a large insurance sector is that, in the majority of coun-
tries, insurance companies are not required to mark their assets to market on a daily basis,9 

which allows them to face short periods of market volatility without having to book short-
term losses. This, together with the fact that the majority of insurers do not benchmark their 
performance to any specific index, may limit “herding behavior” and is likely to contribute to 
the overall stability of domestic financial systems. 

On a less positive note, in most emerging market economies, insurers are required to 
match assets and liabilities. As in several Latin American countries a large share of life in-
surance contracts are specified in foreign currency, and as insurance companies are often 
not allowed to hold a large share of foreign assets, these companies end up holding a large 
amount of sovereign dollar-denominated external debt (IMF, 2004b).

MUTUAL FUNDS

Assets of emerging market mutual funds grew rapidly in the second half of the 1990s and 
then stabilized over the 2000–2003 period. This trend was due to a contraction of assets 
held by mutual funds in emerging Asia and a continuous expansion in Latin America (Figure 
8.6). Within Latin America, the countries that experienced the fastest growth were Brazil, 
Colombia, and Costa Rica. 

9 They are usually required to do so on a quarterly basis (IMF, 2004b).
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One important difference 
between the asset composition 
of mutual funds located in the 
advanced economies and that 
of those located in emerging 
market countries is that in the 
former, equity funds tend to ac-
count for a larger share of the 
assets than bond funds, while 
the opposite is true for the latter 
(this is the case, for instance, in 
Brazil and Mexico) (IMF, 2004b). 
This difference is partly due to 
the fact that in most emerging 
market countries, stock mar-
kets are small, and government 
bonds are the most liquid in-
struments in the local capital 
market. But it is also due to the 
fact that, in an environment of 
low short-term interest rates, 
investors become interested 
in longer-term bonds and start 
switching from bank deposits to 
mutual funds that hold this type 
of asset. One source of concern 
with this investment strategy is 
that retail investors, which are 
reassured by the low default risk 
of these instruments, may not 
understand the market risk as-
sociated with their long-term na-
ture, which may amplify market 
volatility (Box 8.1). In addition, 
local stock markets are often 
opaque, with imperfect monitor-
ing and regulation, making them 
specialists’ markets. Finally, un-
like those of developed coun-
tries, emerging markets’ stocks 
tend to be positively correlated 
with emerging market bonds, a 
fact that reduces the hedging 
benefits of stocks.
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BANKS IN THE DOMESTIC GOVERNMENT BOND MARKET

Banks are unique players in the government bond market. On the one hand, they invest in 
government bonds as part of their regular asset management decisions and hold bonds in 
their portfolios just like other credits. On the other hand, banks are primary dealers and 
market makers of government bonds, which implies that they participate in regular treasury 
auctions and provide liquidity for these instruments in secondary markets.10 

There are least three reasons that lead banks to hold government bonds in their balance 
sheet:

1. Banks hold government bonds (mainly short-term treasury bills) to manage their liquid-
ity. Government bonds are ideal instruments for this purpose because they generally 

In Colombia, mutual funds were at the cen-
ter of a “minicrisis” in the treasury bond 
(TES) market in July–September 2002. Prior 
to the crisis, many local mutual funds were 
heavily invested in government bonds with 
long maturities (10 years), and they had 
marketed their funds as savings products. 
Analysts noted, however, that these mar-
keting campaigns stressed the credit ratings 
of the funds without fully indicating the 
market risks that were associated with their 
underlying holdings if interest rates were 
to rise. When a sharp decline in interest 
rates occurred between February and June 
2002, investors placed money in bond funds 
because of the attractiveness of the 10-year 
bond yield and thereby took on significant 
duration risk. However, an increased per-
ception of regional risk in July 2002 led to 
a sell-off of Colombia’s Yankee bonds and a 

sharp increase in external debt spreads—in 
tandem with Brazil spreads. In addition, ris-
ing concerns about the country’s fiscal situ-
ation eventually prompted investors to sell 
their TES holdings. After this initial sell-off, 
mutual funds began to experience redemp-
tions by retail investors and were forced to 
liquidate their positions in a falling market, 
pushing bond prices down further. In the 
space of 10 days, the yield on the govern-
ment bond maturing in 2012 rose from 12 to 
20 percent, with a corresponding decrease 
in the value of the bond, as well as of many 
mutual funds with significant holdings of 
the bond. Following this episode, mutual 
funds shortened the duration of their fixed 
income portfolios.

Box 8.1  What Happens When Investors Do Not Understand Market Risk

Source: IMF (2004b), 140−142.

10 A key difference between banks and the institutional investors examined in the previous sections is that banks 
have short-term nominal liabilities. Thus, if there is a fall in the price of government bonds, a bank that holds such 
bonds takes the loss, while its investors (the depositors) maintain their claims. In addition, banks undertake a liquid-
ity risk, as most of their liabilities (namely, sight deposits) can be claimed on demand, while their assets have longer 
maturities. As a result, it is riskier for banks to invest in long-term assets, especially if they do not have an adequate 
level of liquidity.
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have a liquid secondary market and can be used for repos with the central bank or 
with other commercial banks. 

2. Banks hold bonds as part of their portfolio decisions. For this purpose they generally 
buy longer-term treasury bonds that they book in their investment account and hold 
to maturity. From an accounting point of view these bonds are considered a long-term 
investment and are included in the “banking” book at their purchase price. 

3. Banks hold government bonds for trading and to be market makers in the second-
ary market for these bonds. These holdings are generally small and valued at market 
prices. 

In the United States banks hold a stock of government bonds equivalent to 14 percent 
of domestic credit, while in the Euro Area, the average holding of government bonds is 20 
percent of domestic credit (Figure 8.7). Banks in Latin America have an average exposure 
to government bonds of around 25 percent of domestic credit. Banks in Argentina had the 
largest exposure to the public sector in Latin America in 2003, at close to 50 percent of 
domestic credit, followed by Mexico, where banks’ holdings of government paper represent 
42 percent of domestic credit. In contrast, Chilean banks had the smallest exposure to the 
public sector in the region, well below 10 percent of domestic credit. 

There are a number of explanations for the large holdings of government bonds among 
Latin American banks. In some cases banks in the region hold these bonds as part of their 
reserve requirements or to comply with regulations—which explains, for instance, roughly 
one-quarter of banks’ holdings of government bonds in Brazil. In the cases of Argentina and 
Mexico, banks’ decision to hold these bonds was not part of a portfolio allocation model, 
but rather the outcome of the resolution of the banking crises that affected the two coun-
tries. In particular, banks ex-
changed defaulted loans for 
specially issued government 
bonds in order to keep operat-
ing with an adequate level of 
capital when the bonds were 
booked at their technical val-
ues. In Argentina banks were 
also “persuaded” to increase 
their holdings of government 
paper in 2001 in order to avoid 
a government default. So, in a 
situation in which private credit 
was shrinking, banks substan-
tially increased their holdings of 
government assets (Figure 8.8). 
In other cases, banks might 
decide voluntarily to hold gov-
ernment bonds because they 
provide a high yield, are per-
ceived to be less risky (and 

Figure 8.7 
Banks’ Exposure to Public Sector, 2003–2005
(percentage of total domestic credit)
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implicitly guaranteed by the government) 
(Box 8.2), and face lower capital require-
ments than private assets. 

In general, it is difficult to know 
whether banks that hold government 
bonds are doing so voluntarily or whether 
they have instead been induced to hold 
them through regulation or moral suasion. 
For example, in some cases central banks 
allow part of a bank’s reserve require-
ments to be held in government instru-
ments, which is one possible incentive to 
hold public debt.11 In other cases, regula-
tions can stimulate demand for govern-
ment bonds by allowing bonds to be on a 
bank’s books at technical values or at the 
price at which they were originally pur-
chased instead of at market values. 

It would thus be useful to separate the 
portion of banks’ exposure to the public 
sector that is induced through regulation 
from the portion that arises from their 
portfolio decisions. One practical way of 

making this distinction is to force banks to mark to market their exposure to the public sec-
tor (Box 8.3).12 

HOW TO MAKE GOVERNMENT BONDS ATTRACTIVE TO INSTITUTIONAL 
INVESTORS

Countries with a large base of investors have a greater capacity to deal with reductions in 
external demand for domestic financial assets. Thus, the relatively small size and number of 
long-term institutional investors in Latin America may be one of the factors that contribute 
to the region’s vulnerability to external financial shocks. 

But there is a two-way interaction between the importance of institutional investors and 
the functioning of domestic bond markets. While the growth of institutional investors is good 
for public debt management, a coherent debt management strategy and the development 
of a sound market microstructure in a country can also foster the growth of institutional 
investors (Vittas, 1998; Catalan, Impavido, and Musalem, 2000). It is therefore interesting 

11 In Argentina, banks have been reducing their exposure to treasury bonds (mainly long-term instruments) consis-
tently since 2002, but they have been increasing their holdings of central bank bills (Lebacs). As a result, banks’ over-
all exposure to the consolidated public sector remains high. Nevertheless, while the initial increase in public sector 
exposure was essentially compulsory, the most recent was voluntary. So can the resulting high levels of exposure to 
the public sector be considered totally involuntary?
12 This might imply an asymmetry with loans to the private sector or mortgages (which typically appear in the balance 
sheet at book value), but at least it would reduce the chances of induced holding of public debt.
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to review how a country’s public debt management policies may affect the development of 
institutional investors.

The first set of policies has to do with the choice of financing instruments. With respect 
to the type of bonds to be issued, the government can choose between bullet or amortiza-
tion bonds; bonds with floating interest rates or fixed interest rates or indexed bonds; bonds 

Is it safe for banks to hold long-term gov-
ernment bonds given the characteristics 
of their liabilities? There are three risks 
associated with holding government bonds 
in general and long-term government bonds 
in particular: credit risk, market risk, and 
liquidity risk.

Credit risk. Rating agencies generally 
have a policy of establishing a sovereign 
rating credit ceiling, which means that a 
country’s government bonds receive the 
best credit rating in that country (see Chap-
ter 5). Most countries consider domestic 
government bonds issued in the domestic 
currency to be “safe” or risk-free assets, 
and for that reason they do not impose any 
capital requirements on holders of these 
bonds for the credit risk that the bonds 
might entail.a In this respect, there is a 
difference relative to private debt instru-
ments, especially loans, for which an 8 
percent capital requirement is imposed on 
the  holder to cover the credit risk (see Box 
8.4 for the implications of the second Basel 
Accord). 

Market risk. Government bonds are sub-
ject to market risk, as their prices fluctuate 
with changes in interest rates (see Box 8.1). 
The first and second Basel Accords establish 
capital requirements to cover the market 
risk of government bonds in case their 
prices fall as a result of increases in inter-
est. In countries where there is low volatility 

of interest rates, these requirements tend 
to be relatively small. Furthermore, banks 
can completely avoid these requirements by 
recording these bonds in their investment 
account. This is because bonds included in 
investment accounts are not subject to mar-
ket risk, as they appear on the books at face 
(or purchase) value, thus receiving a treat-
ment similar to that for a loan (which is not 
subjected to mark-to-market regulations, 
which require an adjustment in valuation 
to reflect the current market price). Banks 
are allowed to include government bonds 
in their investment account (sometimes 
referred to as the banking book) when they 
plan to hold the bonds to maturity.

Liquidity risk. This is a minor source of 
risk because government bonds are often 
liquid financial instruments, and hence 
banks can use them to obtain funds either 
by selling them in the secondary market or 
by using them as collateral for short-term 
loans or repos. 

Box 8.2  The Risks of Holding Government Bonds

a It has been argued that the Argentine experi-
ence indicates that many private creditors were 
in the end better “credits” and implied less credit 
risk than the public sector. However, this may be 
because these private creditors benefited from 
the fact that their dollar loans were converted 
into pesos. It is difficult to determine whether 
the payment record on these loans would have 
been similar if the debtors had not benefited 
from the “pesification” of their loans.
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issued in domestic or foreign currency; bonds issued under domestic or foreign legislation; 
and bonds with short or long maturity. It is not clear which type of bonds is preferred by 
domestic institutional investors, but in practice most Latin American countries are moving 
towards issuing standardized bonds, which are bullet instruments (i.e., the whole principal is 
paid at maturity), with semiannual interest payments, and in domestic currency. 

The second set of policies is related to the development of a yield curve. Investors and 
other issuers can benefit from a fully developed yield curve for government bonds that sets 
the “benchmark” interest rates for different maturities (usually ranging from 3 months to 5 
or 10 years). 

The third set of policies has to do with increasing the liquidity of government bonds. A 
government can increase the liquidity of its bonds by making large benchmark issues (the 
minimum size of these benchmarks varies across countries). Governments can also improve 
the liquidity of their bond markets by facilitating the development of the repo market (which 
allows borrowing against bonds) and by taking measures to reduce transaction costs. 

The fourth set of policies has to do with coordination between the central government 
and other public sector issuers. In Latin America the main issuers of domestic debt are the 
treasury and the central bank, and in many Latin American countries there are explicit agree-
ments between the central bank and the treasury regarding the division of the market. In 
Uruguay, for instance, the central bank issues mainly in pesos, while the treasury issues in 
foreign currency. In Argentina, the central bank taps the short end of the market, while the 
treasury issues at longer maturities. 

The fifth set of policies has to do with providing information about the government’s 
financing strategy. When institutional investors know the amount of financing that the gov-

It is sometimes difficult to agree on the 
“correct” valuation of long-term govern-
ment bonds on a bank’s balance sheet, 
especially whether they should be valued 
using mark-to-market criteria (i.e., accord-
ing to their current market value, irrespec-
tive of their price at the time they were 
purchased) or whether banks should instead 
be allowed to include them at their pur-
chase value. The main argument for this 
second approach is that this type of valua-
tion is a mechanism for ensuring symmetry 
with loans, which are always priced at face 
value. While regulators and many interna-
tional banks are moving in the direction of 

using mark-to-market criteria for the valua-
tion of government bonds, several countries 
allow banks to value at purchase price any 
long-term bonds that they hold in an invest-
ment account.

One could argue that the same reasons 
that lead analysts and regulators to claim 
that bonds need to be marked to market 
are also applicable to loans. What happens 
if a bank wants to sell a loan prior to its ma-
turity? What price would it get, and is that 
price, rather than the loan’s face value, the 
one that should be considered on the bank’s 
balance sheet? 

Box 8.3  How Should Banks Value Government Bonds?
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ernment needs and the type and timing of instruments to be issued, they can plan their pur-
chases of bonds and ensure that they have the necessary funds to participate in the primary 
issuance of government bonds. Regular auctions of government bonds are thus desirable. 
In several countries there are weekly auctions for short-term treasury bills and monthly or 
quarterly auctions for longer-term treasury bonds.

Finally, governments can improve the attractiveness of their bonds by improving the 
market microstructure, especially settlement, clearing system, and custody. The operational 
and legal infrastructure that supports the issuance and trading of domestic government debt 
affects the depth and liquidity of the government bond market. Without the right settlement 
infrastructure there is a risk of failure to deliver either the cash or the securities in a large 
transaction, and this could have significant ripple effects on other settlements. Likewise, it 
is critical to ensure a high-quality custodian for the bonds, with high credit ratings and solid 
operational procedures. In some countries, the custodian is a public institution, such as the 
central bank, but in many others there are private custodians. Finally, to minimize credit risk 
in transactions, most countries have instituted delivery versus payment mechanisms for 
settling the transactions. 

PROTECTING INSTITUTIONAL INVESTORS FROM VORACIOUS 
GOVERNMENTS

While institutional investors are critical players in domestic government bond markets, they 
could become victims of their own strength, as financially constrained governments might 
attempt to capture investors’ resources through regulation and persuasion. Therefore, it is 
essential to have in place good institutional and regulatory frameworks aimed at reducing 
the risk that a government will pressure institutional investors to buy government bonds 
when it faces financial strains. Such a system would require an independent regulatory 
agency able to enforce limits on institutional investors’ holdings of government bonds and 
induce institutional investors to appropriately evaluate the risk-return ratio associated with 
buying and holding government bonds. 

Governments have found creative ways to induce institutional investors to increase their 
holdings of public debt by offering terms that are more favorable than those prevailing in the 
markets. For instance, central banks can impose high reserve requirements and then allow 
banks to fulfill them with government bonds issued at below-market interest rates. This has 
been the case in Brazil, for instance, where around 25 percent of banks’ holdings of govern-
ment bonds are induced by regulation. 

Another way to induce institutional investors to increase their holdings of government 
bonds is to provide advantages in the way some instruments are valued in the investors’ 
balance sheets. In other cases, authorities create new instruments that allow banks and 
pension funds to exceed the limits imposed by regulations. 

Many of these “innovations” were certainly at work during the recent Argentine financial 
crisis. Initially, in 2001, the Argentine government attempted to avoid default and “induced” 
banks and pension funds to increase their holdings of public sector debt. As a result, banks 
increased their exposure to the public sector from 16.2 percent of assets in 1999 to 26.3 
percent in 2001, and pension funds from 48.3 percent to 67.2 percent of total assets. These 
institutional investors were willing to accept (perhaps reluctantly) an increase in their hold-
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ings because the new instruments had regulatory advantages over the existing ones, as 
they could be assessed on balance sheets at “technical” values that were much higher than 
market values. 

In addition, institutional investors may have an incentive to collaborate with the govern-
ment once they accumulate a large exposure to the public sector, as a sovereign default or a 
restructuring of the public debt would then have a significant impact on their balance sheets. 
Governments can use this “coincidence” of interests to obtain the assistance of such inves-
tors. This vested interest in avoiding a debt restructuring could explain the collaboration of 
banks and pension funds with the Argentine government. 

While there is no easy way to insulate institutional investors from governments in des-
perate need of financing, there are at least some measures that can mitigate the chances of 
excessive pressure. The obligation to mark to market all government instruments would be 
a deterrent to excessive exposure to the public sector, even for pension funds and life insur-
ance companies that invest with a long-term horizon. In addition, it would help to require 
institutions to report their consolidated exposure to the public sector, including indirect 

The 1988 Basel Accord (“Basel I”) estab-
lished a set of guidelines for capital require-
ments governing banks. While banks were 
required, under the accord, to hold capital 
equal to 8 percent of risky assets, public 
sector assets were not considered explicitly, 
and government bonds were generally con-
sidered to be exempt from this requirement; 
most countries therefore did not enforce any 
capital requirement on banks for their hold-
ings of government bonds. Moreover, many 
countries relied on historical valuations of 
these assets rather than current market 
prices, with the result that when the price 
of the bonds decreased, banks had inflated 
asset levels. Basel I is now considered to be 
outdated and is being replaced by a revised 
set of guidelines included in the Interna-
tional Convergence of Capital Measurement 
and Capital Standards—A Revised Frame-
work, also known as “Basel II” or the “Re-
vised Framework.” The Basel II deliberations 

began in early 2001, and the final version 
of the regulations was issued in November 
2005. Implementation of the accord in some 
G7 countries is expected by 2008. 

The Basel II framework allows banks 
to evaluate the credit risk on their assets 
using either a standardized approach or 
an internal rating system. For banks that 
decide to apply the standardized approach, 
the risk weight applicable to sovereign debt 
ranges from 0 percent for sovereigns rated 
above AA – to 150 percent for sovereigns 
rated below B –, with unrated sovereigns 
receiving a risk weight of 100 percent. One 
problem with this system is that it is not 
clear whether regulators should apply inter-
national ratings or domestic ratings (which 
tend to be higher than international ratings) 
in determining risk weights. Furthermore, 
the Basel II framework allows national super-
visors to apply a zero capital requirement on 
sovereign claims that are denominated and 

funded in domestic currency. If a sovereign 
claim is in foreign currency, then this special 
treatment is not permitted, and it is gener-
ally understood that foreign currency ratings 
will apply, along with the provision that 
if the claim involves a traded security, it 
must be valued at market prices and capital 
requirements applied according to the scale 
discussed above. 

For banks that decide to adopt an in-
ternal rating system, there are no special 
guidelines for evaluating sovereign claims, 
which, in principle, should be evaluated in 
the same way as any other claim (IDB, 2004). 
Nevertheless, it is likely that if a domestic 
bank supervisor allows some banks that are 
using the standardized approach to take ad-
vantage of the special treatment provision 
and apply a zero capital charge for public 
sector claims, then it will also allow banks 
using the more advanced approaches to em-
ploy the same treatment. 

Box 8.4  The Second Basel Accord and Bank Holdings of Government Bonds

It is unlikely, therefore, that Basel II 
will solve the underlying problem. This is 
probably a reflection of the fact that Basel 
II was written primarily with G10 countries 
in mind, and in these countries risky gov-
ernment debt is not a relevant concern. 
A standard for emerging economies might 
have included stricter rules with a minimum 
capital requirement (no special treatment) 
and perhaps even quantitative limits. This 
would have provided useful leverage for 
domestic supervisors attempting to resist 
political pressure from finance ministries 
and governments to specify rules that favor 
holdings of government bonds. It is also 
worth noting that many countries do indeed 
have a positive capital charge for holdings of 
government assets (IDB, 2004).
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will apply, along with the provision that 
if the claim involves a traded security, it 
must be valued at market prices and capital 
requirements applied according to the scale 
discussed above. 

For banks that decide to adopt an in-
ternal rating system, there are no special 
guidelines for evaluating sovereign claims, 
which, in principle, should be evaluated in 
the same way as any other claim (IDB, 2004). 
Nevertheless, it is likely that if a domestic 
bank supervisor allows some banks that are 
using the standardized approach to take ad-
vantage of the special treatment provision 
and apply a zero capital charge for public 
sector claims, then it will also allow banks 
using the more advanced approaches to em-
ploy the same treatment. 

Box 8.4  The Second Basel Accord and Bank Holdings of Government Bonds

It is unlikely, therefore, that Basel II 
will solve the underlying problem. This is 
probably a reflection of the fact that Basel 
II was written primarily with G10 countries 
in mind, and in these countries risky gov-
ernment debt is not a relevant concern. 
A standard for emerging economies might 
have included stricter rules with a minimum 
capital requirement (no special treatment) 
and perhaps even quantitative limits. This 
would have provided useful leverage for 
domestic supervisors attempting to resist 
political pressure from finance ministries 
and governments to specify rules that favor 
holdings of government bonds. It is also 
worth noting that many countries do indeed 
have a positive capital charge for holdings of 
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CHAPTER 9 
The Political Economy
of Debt

THE STANDARD ECONOMIC MODEL of government debt posits a benevolent government 
that uses debt to finance capital accumulation or smooth the impact of natural and financial 
disasters or economic fluctuations. But in fact, decisions on debt and fiscal policy are made 
by politicians who may have in mind other issues, such as the result of the next election and 
the interests of their constituencies. If these considerations are important factors in decision 
making, one needs to formulate a different model of why governments go into debt and what 
determines debt levels and the evolution of debt over time. 

A look at debt levels across countries reveals a wide dispersion that is not easily trace-
able to the need to smooth the impact of economic shocks. Figure 9.1 plots the distribution 
of debt over GDP during the 1995–2005 period and shows that most countries have debt-to-
GDP ratios of around 50 percent, but the range goes from 0 to 200 percent. In the advanced 
economies, average public debt during the 1995–2005 period ranged between 3 and 140 
percent of GDP and was characterized 
by a twin-peaked distribution of public 
debt (the light green line in Figure 9.1). 
This group includes three countries 
(Australia, Luxembourg, and Norway) 
with public debt below 25 percent 
of GDP and four countries (Belgium, 
Greece, Italy, and Japan) with public 
debt above 100 percent of GDP. In 
the group of developing and emerg-
ing market economies, average public 
debt over the 1995–2005 period was 
about 60 percent of GDP. But here also 
the dispersion was very large, with 
levels of public debt going from 0 to 
200 percent of GDP. In fact, this group 
includes 16 countries with public debt 
lower than 25 percent of GDP and 
13 countries with debt-to-GDP ratios 
higher than 100 percent. 

The relationship between the 
level of development (proxied by GDP 

Figure 9.1 
Density of Public Debt, 1995–2005

Developing countries All countries

Advanced economies

Source: Kernel estimations based on data from Jaimovich and 
Panizza (2006b).
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per capita) and debt ratios appears 
to be U-shaped rather than linear. At 
first, debt decreases with the level 
of GDP per capita, reaching a mini-
mum at an income per capita of ap-
proximately $6,000, and then starts 
increasing again (Figure 9.2). The 
fit of the line to the data, however, 
is rather poor. Latin American and 
Caribbean middle-income countries 
have levels of per capita income that 
range between $3,000 and $7,000. 
Hence, they should be characterized 
by low levels of debt. However, the 
region includes countries with low 
levels of debt (like Chile, Colombia, 
and Mexico) and countries with high 
levels of debt (like Jamaica, Argen-
tina, and Uruguay). 

As it is difficult to reconcile the 
enormous dispersion in debt-to-GDP 

ratios with standard economic theories of public debt, economists have looked for explana-
tions in the political arena (Alesina and Perotti, 1994). It is possible to organize the literature 
in this area into three groups of theories: (1) theories based on the opportunistic behavior 
of policymakers whose fiscal choices are intended to maximize voters’ support; (2) theories 
that emphasize the conflict among different politicians, or distributional conflicts between 
different groups in society; and (3) theories that highlight the importance of budget institu-
tions. Clearly, the three potential determinants of fiscal choices emphasized by these three 
strands in the literature interact with each other. In fact, distributive conflicts between 
groups of voters affect fiscal choices partly because officials face opportunistic incentives 
and are not constrained by budget institutions that work well. 

THE FISCAL CHOICES OF OPPORTUNISTIC POLICYMAKERS

Early theories that emphasized the role of opportunistic policymakers relied on a mechanism 
in which voters value public spending but consistently underestimate its costs in terms of 
the tax burden, especially if those costs are postponed.1 Thus, voters support policymakers 
who provide high levels of deficit-financed expenditures and oust incumbents who are fis-
cally conservative (Buchanan and Wagner, 1977). This literature has been criticized because 
of the assumption that voters make systematic mistakes (i.e., they are fooled over and over 
again by politicians). Opportunistic politicians, however, could be consistent with rational 
voters if the latter have imperfect information about the competence level of each politician 
and extract information about the competence of an incumbent running for re-election from 

1 This section and the next two draw heavily from Eslava (2006).

Figure 9.2 
Public Debt and GDP per Capita, 1995–2005

Source: Authors’ calculations based on data from Jaimovich and 
Panizza (2006b) and World Bank, World Development Indicators.
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his past fiscal choices. According to this class of models, an incumbent who has provided 
more government programs is inferred to be more competent, and this creates incentives 
for politicians to run deficits to finance larger expenditures (Rogoff and Sibert, 1988). 

This literature has three empirical implications. First, voters should prefer high levels 
of public expenditure. Second, debt accumulation should be negatively correlated with the 
transparency of the budget. Third, in countries where fiscal outcomes cannot be observed 
by voters, electoral periods should be characterized by fiscal expansions. The empirical evi-
dence, however, does not fully support the idea that voters like high levels of public expendi-
ture. Alesina et al. (1998) find that governments that follow tight policies on expenditure are 
no more likely to be replaced than others. If anything, the opposite seems to be true. Voters’ 
attitude towards expenditure, however, is not independent of the type of government spend-
ing. Using data on local elections in Colombia, Eslava (2006) and Drazen and Eslava (2005) 
show that the share of votes received by an incumbent increases with capital expenditures. 

There is, in contrast, clear evidence of a relationship between budget transparency and 
fiscal outcomes (Alt and Lassen, 2006) and of an interaction between lack of transparency 
and the possibility of opportunistic use of deficits during election times. Eslava (2006) uses a 
sample of developing and developed countries and shows a strong negative correlation be-
tween accountability and budget deficits. The relationship between accountability and defi-
cit is consistent with the fact that in developing countries there are substantial pre-election 
increases in public expenditures (Schuknecht, 1994) and that the association between 
elections and deficits is due to the behavior of “new democracies” (Brender and Drazen, 
2005). This indicates that political deficit cycles emerge only in contexts in which voters and 
the media have not yet developed the 
ability to efficiently monitor fiscal pol-
icy. However, the relationship between 
deficit and accountability is not purely 
driven by differences between develop-
ing and developed countries; it is also 
present when the sample is restricted 
to Latin American and Caribbean coun-
tries (Figure 9.3).

DISTRIBUTIONAL CONFLICTS, 
ELECTORAL SYSTEMS, AND 
FISCAL POLICY

In a system with two parties with pref-
erences for different publicly provided 
goods, an incumbent will find that there 
are at least two advantages to running 
a deficit. First, she will be able to devote 
resources to the types of public goods 
she prefers. Second, she will “tie the 
hands” of her successor because, if she 
is replaced, the cost of the deficit will 

Figure 9.3 
Government Deficit and Government 
Accountability

Source: Authors’ calculations based on data from Eslava 
(2006). 
Note: The vertical (horizontal) axis measures the residuals 
of a regression of the variable Residuals of government defi-
cit (Residuals of Index of Government Accountability) on a 
set of other exogenous variables.  
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fall disproportionately on the goods she values less (Tabellini and Alesina, 1990). A related 
argument arises in the case in which politicians differ in their preferences regarding the opti-
mal size of the government. If faced with a high probability of being replaced, high-spending 
incumbents may run surpluses to force their successors into high expenditure levels, while 
low-spending incumbents may do the opposite (Persson and Svensson, 1989).2 

Excessive fiscal deficits can also result from the presence of heterogeneous interests 
across groups of voters. If legislators making budget decisions represent geographic units in-
terested in different government-funded projects and government revenues are centralized, 
each district internalizes the full benefit of specific projects, but only part of the cost. As a 
result, there is demand for overprovision of government projects (Weingast, Shepsle, and 
Johnsen, 1981). Similar common-pool problems have been studied by those who emphasize 
voracity effects (see Chapter 3). 

A testable implication of these models is that deficits and debt accumulation should be 
positively related to the number of groups or districts that are effectively represented in the 
process of choosing the budget. Empirical research seems to confirm that electoral systems 
that result in more political cohesion and stability generate more fiscal discipline. Stein, 
Talvi, and Grisanti (1998) examine the relationship between different electoral systems and 
fiscal performance in a sample of Latin American countries, finding that electoral systems 
with more proportionality and a larger number of parties are associated with larger deficits. 
Figure 9.4 focuses on 17 Latin American and Caribbean countries and shows a negative cor-
relation between a country’s deficit and the fragmentation of its legislature.3 

If the distortionary costs of taxation increase in the level of debt, debt accumulates up 
to the point at which each group perceives that a new deficit will imply higher costs than 
benefits. Hence, high levels of debt can be a solution to the common-pool problem (Velasco, 
1999). An implication of this model is that higher levels of debt should be associated with 
a higher probability of a country’s undergoing a fiscal adjustment. However, the evidence 
on the relationship between debt and fiscal adjustments is mixed. Stein, Talvi, and Grisanti 
(1998) find that debt accumulation in a given period is actually increasing in the initial 
level of debt. Alesina et al. (1998) and Gupta et al. (2004) find that, conditional on a fiscal 
stabilization’s being under way, the probability that the adjustment is successful is increas-
ing in the initial level of debt. The results of the studies cited above also seem to suggest 
that no other political or institutional variable has a significant effect on the probability of a 
country’s undergoing an adjustment.

2 While cross-country studies have not found consistent evidence in favor of either model of strategic use of deficits 
(Lambertini, 2003; Grilli, Masciandaro, and Tabellini, 1991), one study that focuses on the behavior of Swedish local 
governments supports the Persson and Svensson (1989) theory of strategic debts. In particular, Pettersson-Lidbom 
(2001) finds that the amount of debt accumulated by a right-wing government increases with its probability of elec-
toral defeat, while the opposite is true for left-wing governments. Using experimental data, Sutter (2003) finds that, 
as predicted by Tabellini and Alesina (1990), spending is positively correlated with the degree of polarization and 
negatively correlated with the probability of re-election.
3 The Fragmentation of the Legislature Index is measured as the negative of the Herfindahl index for the fraction of 
seats held by different parties. The Herfindahl index takes a value of negative one if all seats are held by the same 
party and a value of zero if there are as many seats as parties represented in parliament. 
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BUDGET INSTITUTIONS

The way in which the factors discussed 
above end up shaping deficit and debt 
accumulation will depend on the con-
straints policymakers face when de-
ciding on the budget. Some of those 
constraints are given by the political 
environment, as discussed above, while 
others relate to the set of rules, pro-
cedures, and practices according to 
which budgets are crafted. There are 
three types of rules that can be used 
to constrain politicians: numerical tar-
gets, procedural rules, and transpar-
ency rules. Filc and Scartascini (2006) 
study the evolution of budget reforms 
in Latin America and show that pro-
cedural rules continuously improved 
(according to scores on an index con-
structed by these authors) over the 
1992–2004 period and that the bud-
get process became more transparent 
from 1997 on (Figure 9.5).

Numerical targets may take the 
form of simple or cyclically adjusted bal-
anced budget constraints. The advan-
tage of a balanced budget constraint is 
its transparency, and the disadvantage 
is that it limits a country’s ability to 
conduct countercyclical policies. It is 
also possible to establish numerical 
rules that limit the government’s abil-
ity to borrow (see below). However, 
the government can often circumvent 
such rules by borrowing through state-
run agencies not included in the main 
government’s budget (Poterba, 1994). 
While numerical targets are frequently 
imposed on subnational governments 
(for instance, most U.S. states have 
balanced budget rules), they are less 
common for national governments.4 

Fiscal rules Procedural rules

Transparency rules

Figure 9.4 
Government Deficit and Fragmentation

Source: Authors’ calculations based on data from Eslava (2006). 
Note: The vertical (horizontal) axis measures the residuals of a 
regression of the variable Residuals of government deficit (Re-
siduals of Fragmentation of the Legislature Index) on a set of 
other exogenous variables. 
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Figure 9.5 
Path of Reforms

Source: Filc and Scartascini (2006).

4 However, Chile does have a rule aimed at maintaining a structural surplus. See Box 9.3.
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Procedural rules are used to establish the functions and rights of the policymakers that 
participate in the budget negotiations. Existing procedural restrictions can be divided into 
those that prevent the legislative branch from increasing the total amount of expenditure and 
those that prevent changes in the levels of deficit. An important distinction is that between 
“hierarchical” and “collegial” rules. Hierarchical rules often concentrate budgetary power 
in the finance ministry inside the cabinet, and in the executive vis-à-vis the legislature. Col-
legial rules, in contrast, are those that allow greater representation of different interests in 
the budgetary process but risk generating overspending problems. Institutions can be more 
or less hierarchical at different stages of the budget process. In the drafting of a budget, 
hierarchical institutions limit the power of spending ministers and centralize drafting power 
in the minister of finance. At the voting stage, hierarchical institutions limit the legislature’s 
ability to modify the size of the budget proposed by the executive.5 At the implementation 
stage, hierarchical institutions impose limits on the congress’s ability to propose ex post 
amendments aimed at modifying the size of the budget. 

While more hierarchical procedural rules are likely to increase fiscal discipline, rules can 
be circumvented through creative accounting, and they will be effective only in the presence 
of a high degree of transparency. Transparency rules increase information flows and thus 
enhance other rules. For instance, transparency can increase the effectiveness of numeri-
cal and/or procedural rules by limiting the scope for creative accounting. Transparency laws 
often focus on making publicly available the maximum amount of data covering details on 
contingent liabilities, a clear explanation of the methodology used to construct projections 
for fiscal figures, and information on the level and composition of the stock of public debt at 
all levels of government. 

Alesina et al. (1999) study the importance of budget institutions for 20 countries in Latin 
America and the Caribbean in the 1980s and early 1990s and find that countries with more 
stringent numerical targets, more hierarchical institutions, and more transparency exhibit 
lower deficits. Stein, Talvi, and Grisanti (1998) corroborate this finding, after controlling for 
the fragmentation of the electoral system. Their results indicate that both electoral systems 
and budget institutions have significant effects on fiscal performance. Recent work by Filc 
and Scartascini (2006) corroborates this result by showing a strong positive correlation 
between a country’s fiscal balance and (1) the presence of hierarchical rules (Figure 9.6) 
and (2) an overall indicator that measures the quality of the country’s budget institutions 
(Figure 9.7).

 
THE ROLE OF THE COURTS

A country’s judiciary is a key player in the fiscal policy arena because it can rule some ele-
ments of the country’s budget unconstitutional and hence effectively modify the govern-
ment’s fiscal policy. Although this institutional feature has received limited attention in the 
formal literature on the political economy of fiscal policy, it has become a key issue in many 
countries (IDB, 2005b). In Colombia, for instance, there is an intense debate on the fiscal role 
of the constitutional court’s rulings (Box 9.1).

5 However, these regulations do not always prevent lawmakers from altering budgets, and in some cases, policymak-
ers identify false sources of revenue to cover expenditure increases (Filc and Scartascini, 2006).
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Figure 9.8 depicts judicial activism 
in eight Latin American countries and 
shows that Costa Rica, Colombia, Gua-
temala, and Brazil are the countries with 
the highest degree of judicial activism, 
Argentina is in an intermediate posi-
tion, and Mexico, Chile, and Paraguay 
have the lowest degree of judicial activ-
ism. Eslava (2006) examines how judicial 
activism affects fiscal policymaking in 
Latin America, and her results strongly 
support the hypothesis that judicial ac-
tivism is correlated with larger deficits. 
Not only are the results statistically sig-
nificant, but they are also quantitatively 
important. Eslava’s point estimates sug-
gest that, other things being equal, if 
Costa Rica and Colombia had the same 
levels of judicial activism as Mexico and 
Chile, they would observe an improve-
ment in their fiscal balance of close to 3 
percent of GDP. While these are explor-
atory results based on a small sample of 
countries, they suggest that a country’s 
courts do play a key role in its implemen-
tation of fiscal policy. 

THE INTERACTION BETWEEN 
POLITICAL FAILURES 
AND FINANCIAL MARKET 
IMPERFECTIONS

While the literature surveyed above 
focuses on political failures, another 
strand of the literature on the behavior 
of emerging market debt has focused 
on the role of market failures.6 Rochet 
(2006) discusses a simple but illuminat-
ing theoretical model that unifies these 
two strands of the literature and shows 
how financial market and political fail-
ures complement one another. 

Figure 9.7 
Fiscal Outcomes and Budgetary Institutions

Source: Filc and Scartascini (2006).
Note: The primary result is the average for 2000–2002, and the 
Index of Budgetary Institutions is for 2000.
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Figure 9.6 
Fiscal Outcomes and Hierarchical Rules

Source: Filc and Scartascini (2006).
Note: The primary result is the average for 2000–2002, and the 
Index of Hierarchical Rules is for 2000.
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Rochet models an economy in 
which shortsighted politicians try to 
borrow as much as they can, while 
international financiers agree to 
lend a large amount because they 
anticipate that other lenders will 
lend again in the future (making re-
payment of the original loans more 
likely). Thus debt accumulates until 
the country cannot repay, at which 
point investors refuse to lend any 
more. There are thus three sources 
of imperfections: (1) governments 
are unable to commit to their future 
borrowing policies (government im-
perfection), (2) governments care 
only about the short-term conse-
quences of their decisions (short-
termism), and (3) financial markets 
are unable to provide complete con-

tingent contracts (market incompleteness). Rochet begins by showing that the borrowing 
policy that would be implemented in the absence of these imperfections is characterized by 
constant government expenditure, higher levels of borrowing (or smaller debt repayments) 
during periods of low growth, and lower levels of borrowing (or larger debt repayments) 

Box 9.1   The Role of Courts in Colombia

Successful fiscal adjustments usually require 
spending flexibility, especially on items such 
as transfers, social security contributions, 
and public sector wages. However, this is 
not always feasible. In Colombia, for exam-
ple, the constitutional court has often ruled 
that certain expenditure cuts violate Ar-
ticle 53 of the country’s constitution, which 
guarantees the right to a “minimum and 
vital” remuneration. On these grounds, the 
court has declared the unconstitutionality 
of various laws aimed at reducing the fiscal 
deficit. For instance, it deemed too low the 

increases in public sector wages included 
in the budget laws of 1999, 2000, and 2002 
and forced the government to grant larger 
raises. The current rule prevents reduction 
in real (as opposed to nominal) salaries of 
public sector employees over a four-year 
period that corresponds to each administra-
tion’s term. On similar grounds, it also ruled 
unconstitutional a 2002 law aimed at reduc-
ing pensions and another 2002 law imposing 
a 2 percent value-added tax on items that 
were previously exempt.

Figure 9.8 
Index of Judicial Activism in Latin America

Source: Cárdenas, Lora, and Mercer-Blackman (2005).
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during periods of high growth.7 In other words, the optimal level of debt displays behavior 
consistent with a countercyclical fiscal policy. Next, Rochet shows that the joint presence of 
the three imperfections listed above leads to suboptimal procyclical debt policies in which 
governments borrow in good times and repay in bad times. Interestingly, he shows that 
the presence of politicians with short-term objectives is not a necessary condition for the 
suboptimal behavior described in the paper. This is because the optimal policy is not time 
consistent and, in the absence of a commitment mechanism, even politicians with long-term 
objectives will have an incentive to reoptimize in each period, borrow more in good times 
and less in bad times, and hence deviate from the ex ante first-best policy (Box 9.2 discusses 
the concept of time inconsistency). One possible solution would be to find a commitment 

7 This is similar to Barro’s (1979) seminal result. 

Economists describe as “time inconsistent” 
a situation in which individuals have an 
incentive to abandon an optimal long-term 
plan by constantly reoptimizing their poli-
cies. It is important to note that these reop-
timizations are optimal at each point in time 
(hence the name) but are not optimal from 
the point of view of the original long-term 
plan and thus lead to inferior outcomes. So 
a fully rational attempt at maximizing an 
individual’s welfare may actually end up 
leaving the individual worse off. 

The story of Ulysses and the Sirens 
provides a clear illustration of the time in-
consistency problem and a possible solution 
to the problem.a According to the ancient 
Greek poet Homer, the Sirens were crea-
tures whose beautiful singing lured sailors to 
crash on the rocks close to where they sang. 
Since the Sirens’ singing was so beautiful, 
the sailors’ optimal plan would involve sail-
ing next to them, listening to their singing, 
but staying far from the rocks. However, a 
sailor who knows that when he hears the 
Sirens sing, he will be unable to resist their 
call and end up crashing his boat will real-

Box 9.2  Time Inconsistency

ize that the optimal ex ante policy is “time 
inconsistent,” that is, is no longer optimal at 
the time when he hears the Sirens singing. 
As a consequence, he will stay away from 
the Sirens, save his boat, but miss the show. 
This is a solution that is superior to listening 
to the Sirens and crashing the boat but infe-
rior to listening to the Sirens and not crash-
ing the boat. Being the smartest man in 
Greece, Ulysses knew that he could obtain 
the first-best solution only by committing ex 
ante. He asked his crew to plug their ears 
with wax and tie him to the mast of his ship 
and ordered them not to listen to his orders 
when they sailed close to the Sirens. When 
the Sirens called out to Ulysses, he asked 
the crew to untie him and change course, 
but following Ulysses’ original orders, they 
stayed on their course and escaped the 
danger. Ulysses had understood that only 
by tying his own hands could he precommit 
to the first-best solution of listening to the 
Sirens without crashing his ship. 

a For a less literary version of time inconsistency 
and an application to economics, see Calvo (1978) 
and Kydland and Prescott (1977).
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mechanism (like the fiscal rule and fiscal responsibility laws described in Boxes 9.3 and 9.4). 
Another solution would be to write a state-contingent debt contract. For instance, Rochet 
(2006) shows that a GDP-indexed bond that makes higher payments in good times and lower 
payments in bad times can replicate the optimal policy even in the absence of a commitment 
device. In this sense, removing a financial imperfection (i.e., allowing for state-contingent 
debt contracts) can solve the problems that arise from a political imperfection. Summing up, 
Rochet’s (2006) results are that (1) if the government could commit to its future borrowing 
policy, it could implement the first-best policy through perfectly countercyclical borrowing  
and standard debt contracts, and conversely, (2) if contingent debt contracts were available, 
even a government without commitment power could implement the first-best policy.

Next, Rochet (2006) studies a case of extreme political instability, in which governments 
last for only one period and maximize the current level of public consumption without any 
consideration of future outcomes. He shows that under this extreme assumption, govern-

The Chilean budget for the year 2001 intro-
duced a fiscal rule aimed at maintaining a 
structural fiscal surplus of 1 percent of GDP 
(there is, however, no law that forces the 
Chilean authorities to reach this target). a 

Unlike a rule based on the actual fiscal 
balance, the Chilean rule makes it possible 
for the government to implement counter-
cyclical policies because it permits the gov-
ernment to run deficits during recessions 
and requires surpluses during expansions. 
Formally, the Chilean rule can be described 
with the following equation: 

where SBt is the structural budget balance, 
Bt is the actual balance, Tt are net tax rev-
enues, Yt is actual GDP, Y* is potential GDP, 
ε is the output elasticity of tax revenues, ICt 
are the gross revenues of the state-owned 
company that controls copper production 
(CODELCO), and ICEt are the revenues of 

Box 9.3  The Chilean Fiscal Rule 

a The design of the Chilean rule requires a struc-
tural surplus because the authorities have the 
objective of reducing the structural deficit of 
some public enterprises and the Central Bank 
of Chile and accumulating funds to face possible 
contingent liabilities associated with the public 
pension system.
Source: Based on Valenzuela (2006).
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CODELCO that would prevail if the price of 
copper were at its medium-term level. 

So far, the Chilean fiscal rule has worked 
well. While structural balances mimicked 
the actual balance before the adoption of 
the rule, since 2001 the average structural 
balance has been more or less constant 
at 0.9 percent of GDP, which has allowed 
the Chilean government to run effective 
deficits during periods of low growth and 
high surpluses during the more recent years 
characterized by sustained GDP growth and 
high copper prices, as shown in the figures 
to the left and on the facing page. 
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ments always borrow as much as they can, and hence indebtedness is completely deter-
mined by the market’s willingness to lend. This willingness to lend in turn depends on the 
market expectations of the government’s future income, but also on markets’ willingness to 
lend again in the future. Rochet shows that these simple assumptions lead to a situation in 
which debt grows continuously until the country becomes unable to pay and defaults. How-
ever, as ability to pay is partly determined by investors’ willingness to lend, the maximum 
amount of sustainable debt is determined not only by a country’s level of income, but also 
by the characteristics of the country in terms of growth and volatility. Hence, the model 
does not generate a situation in which the maximum amount of debt is just a fraction, con-
stant for all countries, of the country’s GDP. This heterogeneity is an important component 
of the model and is consistent with the real-world observations that countries tend to have 
debt crises at very different debt levels (and with the fact that there is a very poor correla-
tion between debt ratios and sovereign ratings, as shown in Figure 1.1). Using a simulation, 
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(there is, however, no law that forces the 
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Rochet (2006) shows that there are two key determinants of the probability of default and 
the maximum level of sustainable debt. The first is long-run GDP growth, and the second is 
the volatility of GDP growth. The effect of GDP growth is straightforward, as countries with 
higher levels of long-run growth can sustain higher levels of debt. The effect of volatility is 
less obvious. Contrary to the classic result of Eaton and Gersovitz (1981), in which higher 
volatility is associated with a higher level of sustainable debt (because volatility increases 
the insurance value of debt), Rochet finds a U-shaped relationship between volatility and the 
maximum amount of sustainable debt, a finding that seems to be in line with the empirical 
evidence presented by Catão and Kapur (2004). 

One other interesting result of Rochet’s (2006) relatively simple setup is that political and 
financial imperfections may lead to a situation in which a country’s ability to borrow may re-
duce welfare because it increases (instead of decreasing) the volatility of public expenditure 

In May 2000, Brazil enacted a Fiscal Re-
sponsibility Law (LRF) that strengthened 
fiscal institutions and established a broad 
framework of fiscal planning, execution, 
and transparency at the federal, state, and 
municipal levels. Among other provisions, 
the LRF requires the presentation of fis-
cal administration reports at four-month 
intervals, with a detailed account of bud-
get execution and compliance with the 
LRF provisions. In terms of expenditure, 
the LRF sets ceilings on personnel spend-
ing—inclusive of pensions and payments to 
subcontractors—at 50 percent of federal 
government spending and 60 percent of 
state and local government spending. If 
these limits are breached in any given four-
month period, the lapse must be redressed 
within the following eight months. There 
are strict penalties, including prison terms, 
for public officials who violate the provi-
sions of the LRF or engage in other pro-
scribed fiscal actions, as legislated in the 
Fiscal Crimes Law.

In terms of public debt, the LRF and com-
plementary legislation set a ceiling of 120 

percent of current revenue at the national 
and state levels. If this ceiling is breached, 
the debt has to be brought back within the 
ceiling over the following 12 months, and no 
form of borrowing is permitted until that 
happens. There is also a “golden rule” pro-
vision, stating that net borrowing cannot ex-
ceed the volume of capital spending. Loans 
between the national, state, and municipal 
governments are outlawed.

The LRF contains two escape clauses 
which suspend the application of the debt 
ceiling. The first escape clause applies in 
the case of a congress-declared state of na-
tional calamity or state of siege. The second 
one applies in case of economic recession, 
defined as a growth rate of less than 1 per-
cent of GDP over a period of one year. In 
the latter case, the period for redressing a 
breach in the debt ceiling is doubled to two 
years. The escape clauses also apply to the 
limits on personnel spending.

Box 9.4  The Brazilian Fiscal Responsibility Law

Sources: Nascimento and Debus (2002) and de 
Mello (2006).
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and generates a constant probability of debt crisis.8 One reason that it is not clear whether 
preventing a country from borrowing may increase welfare is that in Rochet’s model, there 
are two justifications for sovereign debt: income smoothing and “front loading,” or benefit-
ing in advance from future growth of government income. Political and financial failures 
prevent government from achieving the first objective (and generate a situation in which 
the ability to borrow increases volatility), but the second objective is partially attained.9 He 
suggests that, even if one were to find that the first effect dominates the second, welfare 
could be improved through less extreme forms of policy intervention than preventing the 
government from borrowing. One such intervention is a constitutional reform that prevents 
the government from borrowing more than a certain fraction of current income. As welfare 
is presumably increased by the reform, at least up to the point at which the front-loading 
motive becomes dominant, such a reform would require an evaluation of the “optimal” level 
of debt.10 

Rochet (2006) argues that a country could reach an even higher level of welfare through 
a second type of intervention: by combining a cap on borrowing and an insurance policy 
from the international financial institutions. With such a setup, a country that agrees to 
put a cap of this type into its constitution would then benefit from contingent credit lines 
(or equivalently, credit risk insurance) financed ex ante by actuarial premiums. The coun-
try could then borrow at a constant rate, face a lower probability of crisis, and pay lower 
spreads on its debt.11

8 This pattern of sovereign debt comes from the multiplicity of lenders and their collective inability to commit not to 
lend again in the future. This is related to the “common-agency problem” identified by Tirole (2002).
9 Rochet and von Thadden (2006) provide a complete welfare analysis and find examples in which preventing a gov-
ernment from borrowing increases welfare.
10 The reader should keep in mind, however, the discussion in the previous sections that highlights the idea that, 
without the necessary level of transparency, such a policy has serious implementation problems.
11 A similar proposal is put forward by Cohen and Portes (2006), who argue in favor of the IMF’s behaving as a lender 
of first resort, in exchange for a commitment by the country to refuse borrowing at interest rates above a certain 
cap. This is also in line with the role of the IMF as seen by Tirole (2002, 114–115), who states that “[t]he IMF’s role is 
to substitute for the missing contracts between the sovereign and individual foreign investors and thereby to help 
the host country benefit from its capital account liberalization.”





CHAPTER 10 Debt and Development

A SUBSTANTIAL PART OF THIS REPORT focuses on the relationship between public debt 
and economic crises. This is not surprising, given the fact that Latin America’s history has 
been punctuated by devastating debt and financial crises. However, it should not be forgot-
ten that one of the reasons that countries issue debt is to finance investment in both human 
and physical capital, which enhances long-run growth. So, in theory, the net effect of higher 
levels of debt on economic development depends on whether the positive effect of the in-
vestment that it finances is stronger than the effects of potential crises. In fact, countries 
may face a trade-off in which higher levels of external debt could potentially increase growth 
in the long run but also increase short-run volatility. 

A better understanding of the relationship between debt and economic outcomes is 
also key to forming an opinion on the desirability of debt relief for poor countries. In fact, 
there are two standard arguments for debt relief. The first has to do with the composition of 
public expenditure, especially the need to free up resources to increase social spending on 
health and education and to address infrastructure bottlenecks. The second has to do with 
the growth-reducing effects of high debt. The first argument is straightforward. For a given 
path of government revenues, debt relief permits an expansion in public spending by easing 
a government’s budget constraint. In fact, in the enhanced Heavily Indebted Poor Countries 
(HIPC) initiative, countries receiving debt relief are required to use the resources saved as a 
result of debt relief to finance increased public spending in areas like health and education. 
The second argument is based on the idea that large debts have negative effects on private 
investment and hence depress growth. 

With this question in mind, this chapter examines the interaction between debt and 
economic development, discusses how debt affects the composition and level of public 
expenditure, and reviews the economic literature on the desirability of debt relief. As the fol-
lowing discussion will show, the literature does not provide clear support for either of these 
two views. In fact, while there is no clear evidence that debt relief promotes growth and 
social outcomes across the board, there is some evidence that debt relief has had a positive 
effect in a restricted group of countries. 

THE COMPLEX INTERACTION BETWEEN DEBT AND ECONOMIC GROWTH

The reason that foreign borrowing by developing countries should have a positive effect 
on growth is straightforward. Almost by definition, developing countries tend to be capital 
scarce and hence have numerous unsatisfied investment needs with a potential return that 
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is higher than the international interest rate.1 In a perfect world, the funds borrowed by de-
veloping countries would be used to finance these investments with high returns, and this 
would not only make the country better off, but also generate the resources necessary to 
repay the debt. As a consequence, foreigners would profit handsomely from lending to de-
veloping countries and would thus have an incentive to provide these countries with all the 
capital needed to equalize returns to investment across countries. 

Unfortunately, the real world is not perfect. Politicians may forgo high-return projects 
and overborrow to finance “white elephant” projects to satisfy their own egos or a particu-
lar constituency.2 They may also try to maximize their probability of re-election by financing 

1 This statement abstracts from the possibility that lack of human capital may lead to low returns to investment even 
in these capital-scarce countries (see Lucas, 1990).
2 Alternatively, poor institutions or lack of government capacity may not allow a government to identify the most 
productive investment projects. Pritchett (1999) provides several examples showing that public investment may not 
necessarily translate into capital accumulation.

The term “debt overhang” originated in the 
corporate finance literature and indicates a 
situation in which a firm’s debt is so large 
that any earnings generated by new invest-
ment projects are entirely appropriated 
by existing debt holders, and hence even 
projects with a positive net present value 
cannot reduce the firm’s stock of debt or 
increase the value of the firm (Myers, 1977). 
The concept of debt overhang migrated to 
the international finance literature in the 
mid-1980s, when the debt crisis motivated 
a series of influential papers by Krug-
man (1988, 1989) and Sachs (1989). These 
authors argued that, as sovereign govern-
ments service their debt by taxing firms 
and households, high levels of debt imply 
an increase in the private sector’s expected 
future tax burden. Debt overhang charac-
terizes a situation in which this future debt 
burden is perceived to be so high that it acts 
as a disincentive to current investment, as 
investors think that the proceeds of any new 
project will be taxed away to service the 
pre-existing debt.a A weaker version requires 
only uncertainty by investors as to whether 

the government will expropriate the return 
on their investment, or even uncertainty on 
the part of lenders to investors who may 
not be sure whether their claims will take 
precedence over—or be superseded by—the 
government’s taxing power.b Lower levels of 
current investment, in turn, lead to lower 
growth and, for a given tax rate, lower gov-
ernment revenues, lower ability to pay, and 

Box 10.1  Debt Overhang

a According to Krugman’s (1988) definition, a 
country suffers from debt overhang when the ex-
pected present value of future country transfers 
is less than the current face value of its debt. 
b Corden (1989) extended the concept of debt 
overhang to explain a lack of motivation on the 
part of governments to implement economic sta-
bilization and policy reforms, in the expectation 
that any revenues generated by an improvement 
in the domestic economy will go entirely to ser-
vicing debt.

lower expected value of the debt. Countries 
that suffer from debt overhang will have no 
net resource flows because, by definition, 
any new loan that might be issued would be 
worth less than its nominal value, and no 
new creditor will be willing to lend when a 
loss is certain. 

Countries that suffer from debt over-
hang may be located on the wrong side of 
the “Debt Laffer curve” described in the 
figure on the facing page and are charac-
terized by a situation in which partial debt 
cancellation that reduces the expected tax 
burden can make both lenders and borrow-
ers better off by increasing investment and 
growth and thus tax revenues and the value 
of debt. Even if creditors could be better 
off by canceling debt, debt cancellation 
requires a coordination mechanism that 
forces all creditors to accept some nominal 
losses. In the absence of such a coordina-
tion mechanism, each individual creditor 
will prefer to hold out while other creditors 
cancel part of their claims. 

The key question is, at what level does 
debt become a debt overhang? It is easy to 
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find this level in a theoretical model with 
the help of convenient assumptions (Boren-
sztein, 1990). But it is harder to find debt 
overhang in the data. There is also an im-
portant distinction between emerging mar-
kets (which economists had in mind in the 
1980s when the issue was first debated) and 
developing countries, where there is little 
borrowing from private sources and repay-
ment obligations on official debt tend to be 
soft, as debt is often rolled over continually.  
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consumption booms (Chapter 9 includes a discussion of various political economy theories 
of debt and deficit). In the worst of cases, corrupt politicians may steal from the public 
purse.3 This leads to a situation in which foreign lenders, who cannot perfectly monitor the 
uses of the financial resources they are supplying, may be subject to panic episodes and sud-
denly decide to stop lending. Thus, even countries that are indeed using foreign borrowing 
to finance high-return projects may be subject to destructive sudden stop episodes (Calvo, 
2005c). 

Furthermore, debt could have a negative impact on growth even if politicians do not 
misuse or steal money. Debt overhang theories show that high levels of debt may lead to 
lower levels of investment and, possibly, worse policies (Box 10.1). In addition, high levels 
of debt may reduce growth because they make countries vulnerable to herding phenomena 
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soft, as debt is often rolled over continually.  

3 This emphasis on public borrowing led to the Lawson doctrine suggesting that only external public borrowing gener-
ates vulnerabilities. Several waves of debt crises discredited the Lawson doctrine (Edwards, 2001).
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and self-fulfilling crises regardless of domestic policies (Calvo, 2005c). In fact, one issue that 
has not been addressed by the literature on the link between debt and growth is the volatility 
channel. Interesting questions include the following: (1) Does debt increase output volatility? 
(2) Does debt favor long-run growth if a crisis is avoided? (3) Does debt favor long-run growth 
even after the higher propensity for crisis associated with debt is factored in? (4) If so, does 
the extra growth pay for the loss in welfare due to added volatility?

So much for the theory; what do the data say? Dijkstra and Hermes (2001) survey the 
early empirical literature on the relationship between debt and growth and find that there is 
no conclusive evidence in support of the debt overhang hypothesis. One problem with this 

Table 10.1 External Debt and Growth: Results from the Recent Literature

Reference Effect of external debt over GDP

Chowdury (2001) Linear negative effect.

Hansen (2001) No significant effect.

Pattillo, Poirson, and Ricci (2002) Nonlinear effect. The marginal effect of debt  
 becomes negative for debt-to-GDP ratios that range  
 between 10 and 20 percent. The total impact of debt  
 becomes negative when the debt-to-GDP ratio  
 reaches 35–40 percent.

Clements, Bhattacharya, and  Nonlinear effect. The marginal effect of debt  
Quoc Nguyen (2003)a becomes negative for a debt-to-GDP ratio of about  
 50 percent. The total impact of debt becomes 
 negative when the debt-to-GDP ratio exceeds  
 20 percent. 

Cordella, Ricci, and Ruiz-Arranz (2005) Identifies a debt overhang and a debt irrelevance  
 threshold. The marginal effect of the debt-to-GDP  
 ratio becomes negative at about 20 percent (this  
 is the debt overhang threshold) and irrelevant at 
 about 80 percent. Countries with good policies have 
 higher debt overhang and irrelevance thresholds,  
 and countries with bad policies have lower  
 thresholds.

Imbs and Rancière (2005) The marginal effect of debt becomes negative when  
 the face value of debt reaches 55–60 percent of GDP,  
 but thresholds are higher for countries with good  
 institutions. The negative effect of debt on growth  
 disappears at high levels of debt. Debt overhang  
 is less likely to occur in countries with good  
 institutions. Investment collapses and policies  
 deteriorate in overhang countries.

a The sample includes only low-income countries.
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early empirical literature is that it assumed a linear relationship between debt and growth 
and hence did not allow for the possibility that moderate levels of foreign borrowing can be 
associated with higher levels of growth (because they permit the financing of high-return 
investment projects) and that high levels of debt can be detrimental to growth through debt 
overhang effects. Recent work (summarized in Table 10.1) explicitly recognizes the possibil-
ity of a nonlinear relationship between debt and growth. Pattillo, Poirson, and Ricci (2002) 
and Clements, Bhattacharya, and Quoc Nguyen (2003) find that low levels of debt have a 
positive effect on growth, but that growth reaches a maximum at intermediate levels of 
debt (point A in Figure 10.1 is the debt 
overhang threshold) and becomes 
negative when debt reaches another 
threshold (point B in Figure 10.1). The 
key difference between these two 
studies is in the estimated threshold. 
While the former authors find that the 
growth-maximizing debt level is 10–
20 percent of GDP, the latter authors 
(who use the same methodology but 
focus on a sample of low-income 
countries) find that growth reaches 
a maximum when debt is about 50 
percent of GDP. This difference in 
turning points is extremely important 
for the debt relief debate. In fact, the 
results of Clements, Bhattacharya, 
and Quoc Nguyen indicate that the 
amount of debt reduction considered 
by the HIPC initiative will bring the 
beneficiary countries close to the debt levels that maximize growth, but the results of Pat-
tillo, Poirson, and Ricci suggest that the debt relief offered by the HIPC initiative will not be 
enough to maximize growth in the beneficiary countries. 

More recent studies suggest that the nonlinear estimations adopted by Pattillo, Poirson, 
and Ricci may be too simple to capture the complex relationship between external debt and 
growth. Cordella, Ricci, and Ruiz-Arranz (2005) show that there is both a “debt irrelevance 
threshold” and a debt overhang threshold. Focusing on the full sample of countries for which 
they have data, these authors show that the debt level that maximizes growth is about 20 
percent of GDP (point A in Figure 10.2); at this point debt overhang kicks in and higher debt 
becomes associated with lower growth until a second threshold (the debt irrelevance thresh-
old, point B in Figure 10.2) is reached; beyond this second threshold, there is no significant 
correlation between debt and growth. The debt overhang and debt irrelevance thresholds 
tend to be higher for countries with good policies and lower for countries with bad policies. 
In fact, it is not even clear whether debt is relevant to growth at all for countries with bad 
policies. Again, these results have important implications for the debt relief debate because 
they suggest that, for countries (like most HIPCs) that are situated in the debt irrelevance 
region, a moderate amount of debt relief (for instance, enough for them to move from point 

Figure 10.1 
Nonlinear Relationship between Debt and Growth 
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C to point C’ in Figure 10.2) would 
be completely useless. The implica-
tions of this study are thus that only 
a large amount of debt relief—enough 
to move a country away from the debt 
irrelevance area—can have a positive 
effect on the country’s growth rate. 

Along similar lines, Imbs and Ran-
cière (2005) find that there is no statis-
tically significant relationship between 
debt and growth regardless of whether 
debt is low or high, indicating that 
there might be two debt irrelevance 
areas. These authors also provide di-
rect tests for the channels through 
which debt may reduce growth and 
find that debt overhang episodes are 
indeed associated with lower levels of 
investment and worse policies.4

All the studies surveyed above 
focus on the relationship between 
external debt and GDP growth rather 

than on the relationship between total public debt and GDP growth. These are different 
concepts, because total external debt includes both public and private external debt but 
does not include domestic public debt. At the same time, total public debt does not include 
private external debt. Tanzi and Chalk (2000) are among the few authors who explicitly 
focus on total public debt.5 They argue that there are several channels through which public 
debt may affect growth. The first is the standard crowding-out channel, through which debt 
leads to higher interest rates, which are in turn detrimental to private investment. Tanzi 
and Chalk test the crowding-out hypothesis using a sample of European countries and find 
that, contrary to what is predicted by Ricardian equivalence (see Chapter 1 for a discussion 
of this concept), higher levels of public debt do seem to be associated with higher interest 
rates and lower private investment. Similarly, back-of-the-envelope estimates for the U.S. 
economy show that, through crowding out, each dollar of debt reduces net output by ap-
proximately six cents every year (Elmendorf and Mankiw, 1999). This suggests that in the 
case of the U.S. economy, only projects that have a social return higher than 6 percent are 
worth being financed through the issuance of public debt.6 
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Figure 10.2
Debt Overhang and Debt Irrelevance

Source: Cordella, Ricci, and Ruiz-Arranz (2005).

All countries Good conditions

Bad conditions

4 Pattillo, Poirson, and Ricci (2004) also test for the channels through which debt affects growth and find that the 
effect acts through both factor accumulation (such as investment in human and physical capital) and productivity. 
5 However, they focus on advanced economies. Replication of the statistical analyses of Pattillo, Poirson, and Ricci 
(2002) and Cordella, Ricci, and Ruiz-Arranz (2005) by using total public debt is complicated by the fact that few 
developing countries have long series for domestic public debt (see Chapter 2). However, an analysis based on the 
data set assembled by Jaimovich and Panizza (2006b) suggests that the relationship between debt and growth is 
dominated by the external component of debt. 
6 This is a loose statement that implicitly assumes that all other alternative forms of financing are more distortionary 
than issuing public debt.
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The second channel has to do with the fact that governments that face high levels 
of debt are often forced to reduce public expenditure drastically and often end up doing 
so by cutting the most productive but least politically costly component of expenditure, 
that is, public investment and operation and maintenance expenditure. Data for European 
countries show that higher levels of debt are associated with lower levels of public in-
vestment (Tanzi and Chalk, 2000), a result that does not seem to hold for Latin America 
(Lora, 2006). Financial repression is another channel though which public debt may affect 
growth. There are several examples in which countries with high levels of debt adopted 
tax structures that favored public debt and forced institutional investors to hold a large 
amount of public debt (Tanzi and Chalk, 2000).7 Finally, countries with a large amount of 
public debt denominated in domestic currency are likely to be tempted to resort to higher 
inflation to reduce the burden of debt service. Whether or not such an inflationary policy 
is implemented, the fact that high levels of public debt generate inflationary expectations 
may lead to a climate of uncertainty that makes agents reluctant to engage in long-term 
contracts and translates into lower growth. 

DEBT AND PUBLIC SECTOR INVESTMENT IN PHYSICAL  
AND SOCIAL CAPITAL

The previous discussion highlighted the idea that debt may affect growth through both 
productivity and factor accumulation and suggested that higher levels of public debt can 
have a negative effect on the most productive components of public expenditure.8 Unless 
it is totally wasteful, public investment in infrastructure is likely to be associated with the 
accumulation of physical capital, and social expenditure is likely to be associated with the 
accumulation of human capital.9 Hence, it is relevant to consider whether there is a relation-
ship between public debt and these components of public expenditure. 

Public Debt and Investment in Infrastructure

While in fast-growing East Asian developing countries, investment in infrastructure ranges 
between 4 and 6 percent of GDP (Fay and Morrison, 2005), during the late 1990s, Latin Amer-
ica’s investment in infrastructure was hovering around 2.25 percent of GDP, about two-thirds 
of which was private and one-third public (Figure 10.3). It is interesting to ask whether these 
relatively low levels of public investment in infrastructure (PII) were driven by the high debt 
levels and recurrent debt crises that affected the region in the previous decade. 

7 Chapter 8 includes a discussion of these issues.
8 This section draws heavily from Lora and Olivera (2006) and Lora (2006).
9 Canning and Bennathan (1999) show that investment in infrastructure can have a high social return in countries 
characterized by infrastructure bottlenecks. Reinikka and Svensson (1999) also show that underprovision of public 
investment can have a large negative effect on private investment. However, Pritchett (1999) warns that public 
investment does not necessarily translate into capital accumulation. With respect to human capital accumulation, 
Pritchett (2001) finds no correlation between an increase in education and growth of GDP per worker. 
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Although there are several stud-
ies that focus on the relationship 
between the composition of public ex-
penditure and fiscal retrenchments,10 

work on the relationship between 
public capital expenditure and debt 
levels is more limited and tends to 
yield inconclusive results. While Mah-
davi (2004) finds that external debt 
has an adverse effect on capital ex-
penditure in a sample of 47 developing 
countries (the effect is not significant 
for the Latin American subsample), 
Clements, Bhattacharya, and Quoc 
Nguyen (2003) find that the stock of 
external debt has no significant effect 
on public investment. Instead, they 
find that higher levels of debt service 
(as opposed to the stock of external 
debt) crowd out public investment. All 
of these studies focus on capital ex-
penditure, but none of them examines 
the behavior of PII. These are differ-

ent concepts, because capital expenditures reported by standard cross-country data sets 
such as the International Monetary Fund’s Government Finance Statistics are an incomplete 
measure of actual PII, which in many countries is mostly carried out by state-owned enter-
prises or local governments, whose operations are not well captured by this source.

Lora (2006) looks at the experience of the seven largest Latin American economies and 
is the only study that explicitly focuses on PII. The most striking finding is that PII seems to 
be positively correlated with the stock of public debt. In particular, a 10 percentage point 
increase in the debt-to-GDP ratio is associated with an increase of PII of approximately 0.13 
percent of GDP. While this effect may seem small in absolute terms, it is very large in rela-
tive terms, as it corresponds to approximately 10 percent of average PII in Latin America. 
Furthermore, the long-run effect is almost twice as large. There is also a strong negative as-
sociation between fiscal balance and PII, implying that PII tends to decline during periods of 
fiscal adjustment, a result which is consistent with the findings of previous studies. PII also 
responds directly to changes in total primary expenditures, confirming that PII is susceptible 
to expenditure cuts (though not to changes in fiscal revenues). 

Figure 10.3  
Investment in Infrastructure in Latin America
(percentage of GDP, weighted by constant GDP 
in 2000 US$)

Source: Calculations based on Calderón and Servén (2004). 
Note: Based on data that include Argentina, Bolivia, Brazil, 
Chile, Colombia, Ecuador, Mexico, Peru, and Venezuela.

0.0

0.5

1.0

1.5

2.0

2.5

3.0

3.5

4.0

19
80

19
81

19
82

19
83

19
84

19
85

19
86

19
87

19
88

19
89

19
90

19
91

19
92

19
93

19
94

19
95

19
96

19
97

19
98

19
99

20
00

20
01

Public Private

10 Hicks and Kubisch (1984) and Hicks (1989) find that capital expenditure is the type of expenditure most exposed 
to cuts during periods of fiscal retrenchment. Diamond and Heller (1990) focus on a sample of developing countries 
over the 1975–1986 period and conclude that the shifts in the composition of government expenditures tend to be 
the most pronounced against fixed assets and capital transfers. Consistent with these studies, Calderón, Easterly 
and Servén (2003) calculate that in Latin America, infrastructure investment cuts contributed to half or more of the 
total fiscal adjustment during the 1980s and 1990s. 



 DEBT AND DEVELOPMENT 193

A topic of intense debate is whether lending by international financial institutions has 
an impact on the level and the composition of public expenditure. In theory, if governments 
have access to international capital markets, multilateral lending does not necessarily in-
crease public expenditure or alter its broad composition, though such lending may affect 
the quality and economic and social impact of public expenditure. However, when access 
to private external finance is limited, two opposing effects may operate. On the one hand, 
multilateral loans may finance projects that could not take place otherwise. On the other 
hand, the international financial institutions may make their support conditional on tighter 
fiscal policy and hence reduced overall expenditure. Lora (2006) finds that official lending as 
a whole has a minor and negative, though not statistically significant, effect on PII. However, 
when official lending is broken down by type of lender, it becomes clear that lending by the 
International Monetary Fund is associated with lower PII. There are two possible reasons 
for this finding. The first (supported by the critics of the IMF) is that this institution’s condi-
tionality results in lower investment in infrastructure. The second (and more likely) reason 
is that the IMF tends to step up lending at times of crisis, which are also times when fiscal 
adjustments are required.

Lora (2006) further tests how public debt affects the composition of public expendi-
ture and finds that an increase in the stock of public debt equivalent to 1 percent of GDP 
leads to a short-run increase of 0.15–0.18 percentage points in the share of PII in primary 
expenditures (or an increase of 0.22–0.30 in the long run).11 These results point towards a 
symbiotic relationship between PII and public debt that may operate in the following way. 
Like other primary expenditures, PII increases when fiscal resources grow. However, when 
public debt is on the rise, PII is at an advantage vis-à-vis other primary expenditures, pos-
sibly because infrastructure is considered a more productive type of expenditure than, say, 
social expenditure, especially in the short to medium run, and possibly because there are 
legal and institutional constraints that tie debt to physical investment projects. In periods of 
fiscal consolidation, PII is adversely affected through a decline in expenditures and a reduced 
use of (or access to) credit.

On a note of caution, it is important to mention that while the above results suggest 
that higher levels of public debt are good for public investment, they also convey the more 
standard message that fiscal retrenchment is associated with lower PII. Hence, the fact that 
debt accumulation may eventually lead to fiscal retrenchment is likely to mitigate, or even 
reverse, the result described above. In fact, calculating the total effect of debt accumulation 
on PII would require a statistical model that jointly estimated how debt accumulation affects 
both PII and the probability of a future fiscal consolidation—a difficult task indeed.

Public Debt and Social Expenditure

Human capital accumulation is another channel through which public debt can affect eco-
nomic growth, and if well used, social expenditure can promote human capital accumulation. 
The conflict between honoring public debt commitments and alleviating the lot of the poor 

11 The lower coefficient comes from the statistical model that includes the fiscal balance, suggesting that part of the 
increase in PII comes from the relaxation of fiscal discipline associated with periods of debt expansion.
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is a recurrent topic among social policy activists and politicians in the developing world. For 
instance, at the World Social Forum held in Porto Alegre, Brazil, in 2002, participants claimed 
that external debt payments absorb a substantial amount of resources and that poor develop-
ing countries should stop repaying their debt. Funds previously earmarked for debt repayment 
should be redirected, the participants asserted, to finance socially just and ecologically sus-
tainable development (Toussaint and Zacharie, 2002). Debt relief, either granted by lenders or 
obtained unilaterally through outright default, is often seen as an expeditious way to increase 
social public expenditure and improve the welfare of the poor. As argued by the World Bank 
and the IMF in support of the HIPC initiative, “debt relief can also be used to free up resources 
for higher social spending aimed at poverty reduction to the extent that cash debt-service pay-
ments are reduced” (IMF and World Bank, 1999). Economist Jeffrey Sachs (quoted in Fritschel, 
2004) has gone even further: “No civilized country should try to collect the debts of people 
that are dying of hunger and disease and poverty.” These arguments resonate strongly in Latin 
America, where interest payments on debt absorb on average 2.8 percent of GDP, which would 
be enough to increase total social expenditures by 25 percent (Lora and Olivera, 2006).

Considering the attention that this issue attracts in public debate, it is striking how little 
empirical research has been devoted to assessing whether countries burdened with heavier 
debt commitments do indeed spend less in social sectors. While there are a few studies that 
look at the impact of fiscal adjustment measures on social expenditure,12 these studies do 
not shed any light on the impact that debt and debt service payments may have on levels 
of social expenditure or their share in total expenditures. Lora and Olivera (2006) is the only 
study that aims at assessing the effects of total public debt (external and domestic) on social 
expenditure worldwide and in Latin America. Lora and Olivera find that higher debt ratios 
do reduce social expenditures, as popular opinion holds, but that the effect is rather small. 
Quantitatively, they find that an increase of 10 percentage points in the debt-to-GDP ratio 
is associated with a decline of approximately 0.15 percentage points in the ratio of social 
expenditure to GDP.13 As the average social expenditure in Lora and Olivera’s sample is 6 per-
cent of GDP, these estimates suggest that a 10 percentage point increase in the public debt 
ratio will reduce social expenditures by approximately 2.5 percent. Lora and Olivera also find 
that fiscal adjustments have a negative impact on social expenditure and that a one-dollar 
reduction in the overall or the primary fiscal deficit is associated with an average decline 
in social expenditures of around 3 cents in the current year (or nearly 5.5 cents in the long 
run). It is important to note that this is an average effect which varies widely depending on 
how fiscal adjustment is achieved. If primary expenditures are cut by one dollar, the decline 
in social expenditures may be as high as 13 cents, while if the same adjustment is achieved 
by raising more revenues, social expenditures may increase by 4 cents. 

Lora and Olivera (2006) also show that higher levels of debt have a negative effect on the 
share of social expenditures in total primary expenditure. A 10 percentage point increase in 
the debt-to-GDP ratio leads to a decrease in the share of social expenditure in total govern-
ment expenditure of approximately 0.5 percentage points (with long-run effects about twice 

12 Hicks and Kubisch (1984) and Hicks (1989) find that social expenditures are well-protected during periods of fiscal 
retrenchment, a finding that is confirmed by Baqir (2002), who uses a much larger sample of countries.
13 Interestingly, this estimate is of similar magnitude (but with the opposite sign) to that obtained when estimating the 
impact of debt on PII. This suggests that there are offsetting effects between the two types of expenditure.
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as large). Social and other public expenditures behave in different ways. When total primary 
expenditures decline by 1 percent of GDP, the share of social expenditures in primary ex-
penditures increases by nearly 0.4 percentage points (a finding consistent with previous 
literature showing that social expenditures are resilient in the face of fiscal adjustments). 
Ironically, this amplifies the negative effect of debt on social expenditure. In fact, an increase 
of one dollar in the stock of debt is associated with an increase of 4.9 cents in the primary 
balance and 1.3 cents in interest payments on debt in the following year. Hence, the net ef-
fect on the overall fiscal balance is an increase of 2 cents in the short run (or 3 cents in the 
long run). The typical response that produces the improvement in the primary balance is a 
mix of higher revenues (2.6 cents in the following year or 3 cents in the long run) and lower 
expenditures (2.5 cents in the following year or 4.4 cents in the long run). 

Thus, following an increase in the stock of debt, governments typically react by reducing 
total expenditures and increasing total revenues by an amount beyond the increase in inter-
est payments resulting from the increase in the debt stock, thus in general tightening the 
overall fiscal balance. In the process, social expenditures are hit twice, as they are sensitive 
not only to changes in total expenditures (and somewhat less to changes in revenues), but 
also to the direct impact of the stock of debt. A surprising finding is that increases in debt 
service payments (which may be the result of higher debt ratios) have only a minor effect 
on social expenditures. This suggests that debt displaces social expenditure not so much 
because it raises a country’s debt burden, but because it reduces the country’s space (or 
appetite) for further indebtedness. 

Another interesting question is whether borrowing from international financial institu-
tions makes a difference in regard to social expenditures. Loans from official sources in gen-
eral, and from multilateral organizations in particular, do not seem to ameliorate the adverse 
consequences of debt for social expenditures. However, while increases in total official debt 
have no additional effect on social expenditures, different types of official lending have differ-
ent effects on social expenditure. In particular, borrowing through bilateral lending and from 
the IMF attenuates the negative effect of debt on social expenditure, and borrowing from 
the other multilaterals amplifies this negative effect (Lora and Olivera 2006).14 When social 
expenditure is measured as a share of total expenditure (rather than as a share of GDP), the 
effect of all types of official lending on social expenditures becomes insignificant, suggesting 
that the differential influence that each type of official lending has on social expenditures is 
due basically to how it influences total expenditures and not social expenditures directly.

As Latin America is often associated with macroeconomic instability and debt crises 
and has levels of social expenditures which are well below both the world average and the 
average for other developing regions, it is interesting to examine whether the previous re-
sults also hold for a subsample of Latin American countries.15 Increases in debt stocks and 

14 These results should be interpreted with caution, because official lending (especially IMF lending) tends to increase 
during times of crisis. However, this simultaneity problem should bias the results against the findings of Lora and 
Olivera (2006).
15 When expressed as a share of GDP, social expenditures in Latin America are 1.7 percentage points below the devel-
oping country average. The bulk of this gap is in the education sector, where the gap is 1.2 percent of GDP. However, 
when measured as a share of total primary expenditures, social expenditures in Latin America turn out to be higher 
than in the rest of the developing world. Therefore, if the region spends too little in social sectors, it is because of the 
low levels of total public expenditure that characterize the region. 



 196 CHAPTER 10 

in interest debt payments have much 
larger effects on social expenditures 
in Latin America than in the rest of 
the developing world. When debt 
stocks in Latin America increase by 
one dollar, social expenditures de-
cline by 3 cents more than in other 
regions (where the decline is about 
1 cent). For each additional dollar of 
debt payments in Latin America, so-
cial expenditures decline by around 
23 cents (while in the rest of the 
world they increase by about 8 cents) 
(Lora and Olivera, 2006).16 

Summing up, Lora and Olivera’s 
findings give credence to many of the 
widely held views about the deleteri-
ous effects of high levels of indebted-
ness. Higher debt ratios do reduce 
social expenditures, and not just be-
cause of the extra cost in interest 
payments (an effect that is especially 

important in Latin America), but because these higher debt ratios are associated with cuts 
in total expenditures that affect the social sectors. 

These findings suggest that orthodoxy in debt management may be the best way to 
protect social expenditures. In fact, an improvement equivalent to 1 percent of GDP in the 
primary balance should initially cause a decline in social expenditures of 0.034 percent of 
GDP, but this initial reduction should be partly offset by an increase in social expenditures 
of 0.014 percent of GDP the following year because the stock of debt has fallen. In the third 
year, the initial reduction should be fully offset, and beginning with the following year, social 
expenditures should rise above the initial level (Figure 10.4). Furthermore, it should be pos-
sible to have social expenditures rising from the outset if the fiscal adjustment is based on 
an increase in revenues rather than on a reduction of expenditures, which is the reason why 
social expenditures fall in periods of fiscal retrenchment. 

WHAT CAN BE LEARNED FROM THE DEBT RELIEF EXPERIENCE? 

Supporters of debt relief argue that canceling the debt of the poorest countries has several 
potential advantages. First of all, it is an exercise in transparency, as several institutions 
are de facto granting debt relief by continuously evergreening past loans and refusing to 
recognize that some of their loans cannot be collected. Second, debt relief may create 

16 The higher sensitivity of social expenditures to interest payment shocks in Latin America is even more apparent 
when the share of social expenditures in total expenditures is considered.

Figure 10.4 
Effect of Fiscal Tightening on Social Expenditures:  
Initial Fall Followed by Substained Recovery

Source: Authors’ calculations based on Lora and Olivera 
(2006).
Note: Fiscal tightening occurs at year 0.
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space for much-needed expenditure on poverty-reducing activities. Third, debt relief can 
kick-start growth in countries that suffer from debt overhang. Those who oppose debt relief 
argue, instead, that recipient governments use the resources freed up as a result of debt 
relief for wasteful activities and that debt relief makes it possible to perpetuate bad policies. 
Furthermore, providing debt relief to highly indebted countries may just end up promoting 
bad behavior and distributing resources to countries with a history of poor macroeconomic 
policies.

So far, this chapter has concentrated on the relationship between debt and economic 
outcomes, but it has not focused specifically on attempts to test directly the economic 
impact of debt relief (Boxes 10.2 and 10.3 provide a description of the main debt relief initia-
tives). A set of interesting questions on the impact of debt relief includes the following:

1. Has debt relief been successful in permanently reducing debt levels?
2. Has debt relief been successful in increasing GDP growth and social expenditure?
3. Is debt relief preferable to aid?
4. Does debt relief bring additional resources? 

Has Debt Relief Been Successful in Permanently Reducing Debt Levels?

Past experience suggests that the answer to the question “Has debt relief been successful in 
permanently reducing debt levels?” is nuanced. Easterly (2002) studies the behavior of a set 
of countries that received substantial debt relief and finds that the net present value of debt 
service for these countries increased throughout the period during which these debt relief 
initiatives were implemented. How can increasing debt be reconciled with a sizable debt 
relief effort? A possible explanation is bad luck. However, Easterly finds no evidence that 
HIPCs suffered worse shocks than other developing countries. Easterly’s favored explanation 
is that high levels of debt are due to the presence of policymakers with a high discount rate 
(economic jargon to describe individuals who prefer to consume as much as they can today 
without worrying too much about what will happen tomorrow) who always borrow as much 
as they can. If higher levels of debt are due to the government’s high discount rate and if debt 
relief does not affect the government’s discount rate, then debt relief will be ineffective in 
the long run and lead to a merely temporary consumption boom.17 Easterly argues that the 
data support the above interpretation. In particular, he studies the outcome of debt relief in 
41 HIPCs and finds that, while debt relief over the 1989–1997 period amounted to US$33 bil-
lion, new borrowing by the countries receiving this debt relief was US$41 billion, consistent 
with the idea that debt relief leads to new borrowing. 

However, a formal test leads to less striking conclusions. A regression of new borrowing 
on debt relief finds that for each 1 percent of GDP in debt relief, there is new net borrowing 
of 0.34 percent of GDP, suggesting that one dollar of debt relief leads to about 65 cents of 
effective debt reduction. Furthermore, the effect is not constant across periods. By split-
ting the sample into three periods, Easterly (2002) shows that debt relief was accompanied 
by increasing debt over the 1979–1987 period, constant debt over the 1988–1994 period, 

17 Even worse, debt relief may have perverse incentive effects, as countries may borrow and delay reforms in the 
expectation of becoming part of a debt forgiveness program. 
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Debt relief is not a new idea.a In 1967, UNC-
TAD declared that “debt-service payments 
have risen to the point at which a number of 
countries face a critical situation” (quoted 
in Easterly, 2002, p. 1678). A series of UNC-
TAD meetings held in 1977−1979 led official 
creditors to write off US$6 billion of debt 
to 45 countries. The 1981, 1984, 1986, and 
1991 World Bank Africa Reports contained 
repeated calls for debt relief, and the 1988, 
1990, and 1991 G7 summits agreed on the 
need for additional debt relief, which led 
to more relief and concessional lending. In 
1996, the Heavily Indebted Poor Countries 
(HIPC) program was launched. Besides ex-
plicit debt relief initiatives, there has also 
been implicit debt relief in the form of 
substitution of concessional debt for non-
concessional debt (Easterly, 2002). 

The Brady Plan, which is probably the 
largest private sector debt relief effort ever 
implemented, was triggered by the global 
debt crisis which followed the Mexican an-
nouncement on August 12, 1982, that it was 
unable to meet debt obligations. The Mexi-
can default gave way to a series of other 
defaults and failed debt-restructuring at-
tempts which, in February 1987, culminated 
in Brazil’s declaration of a debt morato-
rium. In the following months, several inter-
national banks announced large increases in 
their loan loss reserves and hence explicitly 
recognized that an important share of their 
portfolio of loans to developing countries 
was nonperforming (Arslanalp and Henry, 
2005). In early 1989, Nicholas Brady, who 
was then Secretary of the U.S. Treasury, 

put forward a debt relief plan which had 
the aim of lengthening maturity, forgiv-
ing principal, and reducing interest pay-
ments for developing country governments. 
With the Brady Plan, banks were offered a 
US$25 billion credit enhancement package 
and four different methods for restruc-
turing their defaulted loans: (1) discount 
bonds, (2) par bonds, (3) new money, and  
(4) cash buybacks.b Between August 1989 
and October 1995, 16 countries participated 
in Brady swaps and restructured more than 
US$200 billion in bank loans, with debt re-
lief amounting to US$65 billion.c Most of the 
existing Brady bonds have now been retired 
(see Chapter 5), another indication of the 
success of this initiative. 

Box 10.2  Pre-HIPC Debt Relief 

a This box borrows heavily from Easterly (2002) 
and Arslanalp and Henry (2005).
b Discount bonds were 30-year collateralized 
bonds (the collateral consisted of U.S. Treasury 
bonds) with lower face value (about 30 to 35 
percent less than the original claim), an interest 
rate of LIBOR plus 13/16, and a single (bullet) 
payment at maturity. Par bonds were similar to 
discounts but were issued at face value and had a 
fixed interest rate of 6 percent. With new money, 
banks retained the full value of their claims but 
committed to issuing new loans amounting to 
at least 25 percent of the original claim. Cash 
buybacks involved repurchases of the debt at a 
pre-established price.
c These countries (and their years of first par-
ticipation) were Argentina (1992), Bolivia (1993), 
Brazil (1992), Bulgaria (1993), Costa Rica (1989), 
Dominican Republic (1993), Ecuador (1994), Jor-
dan (1993), Mexico (1989), Nigeria (1991), Panama 
(1995), Peru (1995), Philippines (1989), Poland 
(1994), Uruguay (1990), and Venezuela (1990).
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and decreasing debt over the 1995–1997 period. The latter result provides some evidence 
that the latest debt relief initiative may have been more successful than the previous ones, 
probably because HIPC debt relief is conditional on the implementation of macroeconomic 
policies that should lead to debt sustainability. It should be noted, however, that according 
to IMF reports, up to half of the countries that received debt relief under the enhanced HIPC 
initiative will soon return to an unsustainable debt situation (Birdsall and Deese, 2004).18 

While Easterly (2002) favors the high discount rate interpretation, an alternative, and 
to some extents observationally equivalent, interpretation of these facts is that borrowing 
by poor countries remains high not because of the behavior of spendthrift politicians who 
waste resources, but because these countries have many unsatisfied basic needs. According 
to this interpretation, as soon as a debt relief program relaxes their budget constraint, politi-
cians spend as much as they can trying to satisfy these unmet basic needs. Hence, money 
is not wasted but used trying to escape from a poverty trap; the problem is that there is too 
little money coming in, and hence poor countries cannot escape from their poverty traps. 
A policy consistent with this interpretation is to cancel debt and also provide more aid. In 
fact, Sachs’s (2005) proposal for ending poverty and the United Nations (2005) report on 
how to achieve the Millennium Development Goals make this point explicitly. Poor countries 
need to increase their expenditure on poverty reduction activities, and this can be achieved 
only through cancellation of their debt and increases in aid flows to them. A debt cancella-
tion without an increase in aid flows would just result in an immediate buildup of debt—an 
interpretation consistent with Easterly’s empirical finding, but not necessarily an indication 
that debt relief is useless.19 

Has Debt Relief Been Successful in Increasing GDP Growth  
and Social Expenditure?

In regard to whether debt relief has been successful in increasing GDP growth and social ex-
penditure, the answer again is not so clear. Arslanalp and Henry (2005, 2006b) provide con-
vincing evidence that debt relief is beneficial for countries that suffer from debt overhang. 
In particular, they show that the debt reduction brought about by the Brady Plan provided 
substantial benefits for both lenders and borrowers. However, they argue that, while debt 
relief may be beneficial for middle-income countries, HIPCs do not suffer from debt over-
hang, because in these countries the main obstacle to investment is not excessive debt but 
the lack of basic market institutions. Bird and Milne (2003) also argue that debt overhang 
should not matter for low-income countries, because this group of countries receives a 
positive net resource transfer. Furthermore, while high levels of debt can affect growth by 
increasing the probability of a financial crisis in the presence of volatile capital flows, this 
is an unlikely scenario for low-income countries, which have most of their debt with official 
creditors (Rajan, 2005a).

Debt relief is not a new idea.a In 1967, UNC-
TAD declared that “debt-service payments 
have risen to the point at which a number of 
countries face a critical situation” (quoted 
in Easterly, 2002, p. 1678). A series of UNC-
TAD meetings held in 1977−1979 led official 
creditors to write off US$6 billion of debt 
to 45 countries. The 1981, 1984, 1986, and 
1991 World Bank Africa Reports contained 
repeated calls for debt relief, and the 1988, 
1990, and 1991 G7 summits agreed on the 
need for additional debt relief, which led 
to more relief and concessional lending. In 
1996, the Heavily Indebted Poor Countries 
(HIPC) program was launched. Besides ex-
plicit debt relief initiatives, there has also 
been implicit debt relief in the form of 
substitution of concessional debt for non-
concessional debt (Easterly, 2002). 

The Brady Plan, which is probably the 
largest private sector debt relief effort ever 
implemented, was triggered by the global 
debt crisis which followed the Mexican an-
nouncement on August 12, 1982, that it was 
unable to meet debt obligations. The Mexi-
can default gave way to a series of other 
defaults and failed debt-restructuring at-
tempts which, in February 1987, culminated 
in Brazil’s declaration of a debt morato-
rium. In the following months, several inter-
national banks announced large increases in 
their loan loss reserves and hence explicitly 
recognized that an important share of their 
portfolio of loans to developing countries 
was nonperforming (Arslanalp and Henry, 
2005). In early 1989, Nicholas Brady, who 
was then Secretary of the U.S. Treasury, 

put forward a debt relief plan which had 
the aim of lengthening maturity, forgiv-
ing principal, and reducing interest pay-
ments for developing country governments. 
With the Brady Plan, banks were offered a 
US$25 billion credit enhancement package 
and four different methods for restruc-
turing their defaulted loans: (1) discount 
bonds, (2) par bonds, (3) new money, and  
(4) cash buybacks.b Between August 1989 
and October 1995, 16 countries participated 
in Brady swaps and restructured more than 
US$200 billion in bank loans, with debt re-
lief amounting to US$65 billion.c Most of the 
existing Brady bonds have now been retired 
(see Chapter 5), another indication of the 
success of this initiative. 

Box 10.2  Pre-HIPC Debt Relief 

a This box borrows heavily from Easterly (2002) 
and Arslanalp and Henry (2005).
b Discount bonds were 30-year collateralized 
bonds (the collateral consisted of U.S. Treasury 
bonds) with lower face value (about 30 to 35 
percent less than the original claim), an interest 
rate of LIBOR plus 13/16, and a single (bullet) 
payment at maturity. Par bonds were similar to 
discounts but were issued at face value and had a 
fixed interest rate of 6 percent. With new money, 
banks retained the full value of their claims but 
committed to issuing new loans amounting to 
at least 25 percent of the original claim. Cash 
buybacks involved repurchases of the debt at a 
pre-established price.
c These countries (and their years of first par-
ticipation) were Argentina (1992), Bolivia (1993), 
Brazil (1992), Bulgaria (1993), Costa Rica (1989), 
Dominican Republic (1993), Ecuador (1994), Jor-
dan (1993), Mexico (1989), Nigeria (1991), Panama 
(1995), Peru (1995), Philippines (1989), Poland 
(1994), Uruguay (1990), and Venezuela (1990).

18 This may not be the result of excessive spending but of negative external shocks that were not taken into consid-
eration in the calculations of the HIPC initiative. However, a World Bank (2006) evaluation of the HIPC initiative also 
suggests that several participating countries are moving back toward high debt levels.
19 Easterly (2006) provides a critique of the Sachs and UN plans. Sen (2006) provides a critique of Easterly’s view. 
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Depetris Chauvin and Kraay (2005) and Hepp (2005) provide empirical evidence on the 
effects of debt relief on growth and the composition of public expenditure. Depetris Chauvin 
and Kraay use a sample of 62 low-income countries during the 1989–2001 period. They find 
that (1) there is a positive but not statistically significant correlation between debt relief and 
GDP growth; (2) there is a positive and statistically significant correlation between debt relief 
and government spending in health and education, but this positive correlation is mostly 

The Heavily Indebted Poor Countries (HIPC) 
initiative was launched by the IMF and the 
World Bank in 1996. The objective of the 
HIPC initiative was threefold: (1) removing 
the debt overhang for countries that pursue 
economic and social reforms targeted at 
measurable poverty reduction, (2) reducing 
multilateral debt, and (3) helping countries 
exit from endless debt restructuring to 
lasting debt relief.a The HIPC initiative con-
stituted a radical departure from previous 
initiatives because it included cancellation 
of debt owed to multilateral institutions 
(such as the IMF, World Bank, and IDB), a 
first in the history of debt relief. At the G7 
meeting held in Cologne, Germany, in the 
fall of 1999, donors and multilaterals agreed 
that debt relief was moving slowly and de-
cided on a major expansion of the HIPC ini-
tiative. The enhanced HIPC initiative more 
than doubled the amount of debt relief pro-
vided under the original HIPC, reduced the 
debt ratios that qualified a country’s debt 
as unsustainable, and adopted procedures 
for faster and easier debt relief.  

In order to receive debt relief under HIPC, 
a country has to meet three conditions; it 
must (1) face an unsustainable burden of 
debt, beyond traditionally available debt 
relief mechanisms such as the Paris Club; 
(2) establish a track record of reforms and 
sound policies through programs supported 
by the World Bank and IMF; and (3) prepare 

a Poverty Reduction Strategy Paper (PRSP). 
These eligibility criteria are operational-
ized by a three-step process which involves 
an eligibility point, a decision point, and a 
completion point. The first step consists of 
a debt sustainability analysis aimed at as-
sessing whether a low-income country faces 
an unsustainable level of external debt and 
hence should be considered for participation 
in the HIPC initiative. In the second step, the 
country needs to demonstrate some progress 
towards adjustment and reform programs 
and submit a first draft of its PRSP. After 
successful evaluation of the country’s efforts 
in this second step, there is a decision point 
at which multilateral institutions that are 
granting debt relief formally decide on the 
country’s eligibility, compute a sustainability 
threshold, and commit to reducing the debt 
to this threshold. After the decision point, 
the country starts receiving interim debt 
relief. In the third step, the country needs to 
establish a further track record of good per-
formance. The length of the period for this 
may vary, but it must include the satisfactory 
implementation of the policies agreed upon 
at the decision point, the maintenance of 
macroeconomic stability, and the adoption 
and implementation of the PRSP for at least 
one year. After all these conditions are met, 
the country reaches the completion point 
and receives the full debt relief committed 
to at the decision point.b 

Box 10.3  The New Debt Relief Initiatives: HIPC and MDRI

a http://www.worldbank.org/hipc/progress-to-
date/May99v3/may99v3.htm.
b The HIPC initiative contains a sunset clause 
designed to prevent the initiative from becom-
ing a permanent facility. Originally, the clause 
established late 2004 as the ultimate deadline for 
initial consideration, but the deadline has succes-
sively been moved to the end of 2006. 
c  It is important to note that all debt relief initia-
tives focus on external debt. However, for some 
countries the main problem is domestic debt. 
In the case of Nicaragua, for instance, domestic 
debt dwarfs external debt, and it is likely that 
most of the resources freed up from debt re-
lief will simply be used to service the domestic 
debt.
 Haiti has not as yet become eligible for the 
initiative, but it is among the countries that can 
be included in the HIPC process.
d The IMF decided to finance with its own re-
sources (mostly though sales of IMF gold) debt 
relief to all member countries (whether HIPCs 
or not) with annual per capita incomes below 
US$380. Debt relief to HIPCs with incomes above 
that threshold (which include Bolivia, Guyana, 
Honduras, and Nicaragua) will instead be ad-
ministered by the IMF but financed by bilateral 
contributions. 

The enhanced initiative includes 40 
countries (of which 33 are in Africa, 5 in 
Latin America and the Caribbean, and 2 in 
Asia), of which 19 have reached the comple-
tion point (including Bolivia, Guyana, Hon-
duras, and Nicaragua), 10 have reached the 
decision point, and 11 (including Haiti) are 
completing the steps prior to the decision 
point. The IDB is part of the enhanced HIPC 
initiative and has already committed $1.9 
billion ($1.1 billion in net present value) to 
debt relief for Bolivia, Guyana, Honduras, 
and Nicaragua.c 

At the July 2005 summit held in Glen-
eagles, Scotland, G8 leaders agreed to 
cancel all the debt owed to the IMF, the 
International Development Association (IDA, 
the concessional branch of the World Bank), 
and the African Development Fund (AfDF) 
by all countries that reached or will reach 
the completion point of the HIPC initiative. 
This proposal came to be known as the Mul-
tilateral Debt Relief Initiative (MDRI), which 
aims to help HIPCs make progress towards 
the United Nations Millennium Development 
Goals, which have the objective of halving 
poverty by 2015.

Donors agreed to compensate the IDA 
and AfDF for the debt relief, while part of 
the relief provided by the IMF will be fi-
nanced with internal resources.d Unlike the 
HIPC initiative, the MDRI does not propose 
any contemporaneous debt relief by other 

creditors beyond the IMF, IDA, and AfDF. 
This is a thorny issue, because some HIPCs 
(including all those located in Latin America 
and the Caribbean) have large debts with 
multilateral institutions which are not in-
cluded in the initiative. 
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driven by two outliers (Mozambique and Yemen); (3) there is a positive but not very robust 
correlation between debt relief and changes in policies; and (4) there is no significant correla-
tion between debt relief and investment. Depetris Chauvin and Kraay interpret these findings 
as indicating that past debt relief efforts, which amounted to US$100 billion, were ultimately 
wasted, as they did not yield any concrete result. A more positive view would suggest that 
debt relief did not hurt any country and was beneficial in some countries. 

The Heavily Indebted Poor Countries (HIPC) 
initiative was launched by the IMF and the 
World Bank in 1996. The objective of the 
HIPC initiative was threefold: (1) removing 
the debt overhang for countries that pursue 
economic and social reforms targeted at 
measurable poverty reduction, (2) reducing 
multilateral debt, and (3) helping countries 
exit from endless debt restructuring to 
lasting debt relief.a The HIPC initiative con-
stituted a radical departure from previous 
initiatives because it included cancellation 
of debt owed to multilateral institutions 
(such as the IMF, World Bank, and IDB), a 
first in the history of debt relief. At the G7 
meeting held in Cologne, Germany, in the 
fall of 1999, donors and multilaterals agreed 
that debt relief was moving slowly and de-
cided on a major expansion of the HIPC ini-
tiative. The enhanced HIPC initiative more 
than doubled the amount of debt relief pro-
vided under the original HIPC, reduced the 
debt ratios that qualified a country’s debt 
as unsustainable, and adopted procedures 
for faster and easier debt relief.  

In order to receive debt relief under HIPC, 
a country has to meet three conditions; it 
must (1) face an unsustainable burden of 
debt, beyond traditionally available debt 
relief mechanisms such as the Paris Club; 
(2) establish a track record of reforms and 
sound policies through programs supported 
by the World Bank and IMF; and (3) prepare 

a Poverty Reduction Strategy Paper (PRSP). 
These eligibility criteria are operational-
ized by a three-step process which involves 
an eligibility point, a decision point, and a 
completion point. The first step consists of 
a debt sustainability analysis aimed at as-
sessing whether a low-income country faces 
an unsustainable level of external debt and 
hence should be considered for participation 
in the HIPC initiative. In the second step, the 
country needs to demonstrate some progress 
towards adjustment and reform programs 
and submit a first draft of its PRSP. After 
successful evaluation of the country’s efforts 
in this second step, there is a decision point 
at which multilateral institutions that are 
granting debt relief formally decide on the 
country’s eligibility, compute a sustainability 
threshold, and commit to reducing the debt 
to this threshold. After the decision point, 
the country starts receiving interim debt 
relief. In the third step, the country needs to 
establish a further track record of good per-
formance. The length of the period for this 
may vary, but it must include the satisfactory 
implementation of the policies agreed upon 
at the decision point, the maintenance of 
macroeconomic stability, and the adoption 
and implementation of the PRSP for at least 
one year. After all these conditions are met, 
the country reaches the completion point 
and receives the full debt relief committed 
to at the decision point.b 

Box 10.3  The New Debt Relief Initiatives: HIPC and MDRI

a http://www.worldbank.org/hipc/progress-to-
date/May99v3/may99v3.htm.
b The HIPC initiative contains a sunset clause 
designed to prevent the initiative from becom-
ing a permanent facility. Originally, the clause 
established late 2004 as the ultimate deadline for 
initial consideration, but the deadline has succes-
sively been moved to the end of 2006. 
c  It is important to note that all debt relief initia-
tives focus on external debt. However, for some 
countries the main problem is domestic debt. 
In the case of Nicaragua, for instance, domestic 
debt dwarfs external debt, and it is likely that 
most of the resources freed up from debt re-
lief will simply be used to service the domestic 
debt.
 Haiti has not as yet become eligible for the 
initiative, but it is among the countries that can 
be included in the HIPC process.
d The IMF decided to finance with its own re-
sources (mostly though sales of IMF gold) debt 
relief to all member countries (whether HIPCs 
or not) with annual per capita incomes below 
US$380. Debt relief to HIPCs with incomes above 
that threshold (which include Bolivia, Guyana, 
Honduras, and Nicaragua) will instead be ad-
ministered by the IMF but financed by bilateral 
contributions. 

The enhanced initiative includes 40 
countries (of which 33 are in Africa, 5 in 
Latin America and the Caribbean, and 2 in 
Asia), of which 19 have reached the comple-
tion point (including Bolivia, Guyana, Hon-
duras, and Nicaragua), 10 have reached the 
decision point, and 11 (including Haiti) are 
completing the steps prior to the decision 
point. The IDB is part of the enhanced HIPC 
initiative and has already committed $1.9 
billion ($1.1 billion in net present value) to 
debt relief for Bolivia, Guyana, Honduras, 
and Nicaragua.c 

At the July 2005 summit held in Glen-
eagles, Scotland, G8 leaders agreed to 
cancel all the debt owed to the IMF, the 
International Development Association (IDA, 
the concessional branch of the World Bank), 
and the African Development Fund (AfDF) 
by all countries that reached or will reach 
the completion point of the HIPC initiative. 
This proposal came to be known as the Mul-
tilateral Debt Relief Initiative (MDRI), which 
aims to help HIPCs make progress towards 
the United Nations Millennium Development 
Goals, which have the objective of halving 
poverty by 2015.

Donors agreed to compensate the IDA 
and AfDF for the debt relief, while part of 
the relief provided by the IMF will be fi-
nanced with internal resources.d Unlike the 
HIPC initiative, the MDRI does not propose 
any contemporaneous debt relief by other 

creditors beyond the IMF, IDA, and AfDF. 
This is a thorny issue, because some HIPCs 
(including all those located in Latin America 
and the Caribbean) have large debts with 
multilateral institutions which are not in-
cluded in the initiative. 
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Hepp (2005) shows that debt relief has a differential effect in HIPCs and non-HIPCs and 
provides support for Arslanalp and Henry’s (2005, 2006a) claim that HIPCs do not suffer 
from debt overhang. In particular, Hepp finds that, within the sample of HIPCs, neither debt 
service nor debt stock relief have any significant effect on growth. When he focuses on the 
sample of non-HIPCs, however, he finds that debt relief that leads to a one percentage point 
drop in debt service generates a 0.2 percent increase in GDP growth.20 

One possible assertion is that the current debt relief wave (under the HIPC initiative 
and the Multilateral Debt Relief Initiative) is better designed and will have a bigger impact 
on growth than previous initiatives. World Bank (2006) evaluates the HIPC initiative and also 
finds modest progress in policy performance, growth, and poverty reduction but argues that 
lack of data makes it extremely hard to provide an evaluation of this initiative. 

Is Debt Relief Preferable to Aid?

The question of whether debt relief is preferable to aid has not been systematically ad-
dressed by the empirical literature. Arslanalp and Henry (2006a) argue that the answer to 
this question depends on the type of country. In particular, they claim that debt relief is pref-
erable in middle-income countries that suffer from debt overhang. However, they argue that 
in low-income countries that are part of the HIPC initiative, low growth is driven not by debt 
overhang, but by the lack of appropriate market institutions and economic infrastructure.21 
To support this claim, they show that HIPCs always have positive net transfers (a fact incon-
sistent with debt overhang) and that only a negligible part of capital flows to HIPCs goes to 
the private sector, indicating that international investors never considered these countries 
as having vibrant private sectors with viable investment projects. While some authors claim 
that (at least in the short run) countries care only about net resource flows,22 Arslanalp and 
Henry (2006a) stress that debt relief and aid are different concepts and argue that aid is 
more efficient than debt relief in building market institutions. As aid might be crowded out 
by debt relief, they conclude that HIPCs should be the target of aid and not debt relief. Along 
similar lines, Rajan (2005a) points out that if the main obstacle to growth in a particular 
country is an impossible business climate, reducing the level of debt without providing ad-
ditional resources or improving policies is unlikely to have any positive effect on growth in 
that country. 

Birdsall and Deese (2004) agree that debt relief and aid are different concepts, but they 
present a completely different view. According to these authors, debt relief is one of the 
most effective forms of aid for at least five reasons. The first is the standard debt overhang 
reason. The second is that debt relief cannot be tied (“tied” refers to a situation in which aid 
donors force recipient countries to purchase goods or services from the donor country), and 
they point out that tying aid reduces the value of that aid by as much as 30 percent. The third 

20 Hepp’s (2005) results should be taken with caution because when he uses an alternative (admittedly less precise) 
measure of debt relief, he obtains the opposite result. 
21 Cordella, Ricci, and Ruiz-Arranz’s (2005) finding that debt may not affect growth in countries with bad policies is 
in line with this interpretation.
22 See, for instance, Rajan (2005a). Net resource flow is defined as total capital inflows (aid plus new lending) minus 
outflows (mostly debt service).
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reason is that debt relief stops defensive lending—lending that is not dictated by a country’s 
needs or the quality of its policies but by the level of its debt stock.23 The fourth reason is that 
debt relief reduces the transaction costs of conventional aid programs because it liberates 
recipient countries’ government officials from satisfying the different needs and approaches 
to development of the various donor agencies (which implies that the marginal value added 
in the requests of these agencies is lower than the efforts that the recipient countries need 
to make in order to satisfy these requests).24 The fifth reason is that debt relief provides flex-
ible budget support and increases government accountability because it allows governments 
of recipient countries to set their own priorities instead of focusing on the pet projects of 
the various donors. 

It should be clear from the above discussion that different views on debt relief versus 
aid depend partly on differing opinions regarding the value added that can be provided by 
donor agencies. Those who think that such agencies can increase the development impact 
of public expenditure by directing external resources towards the development of better 
institutions and infrastructure will tend to favor aid. Those who think that these agencies will 
only generate a useless bureaucratic apparatus and result in waste of resources will tend to 
favor debt relief. 

 
Does Debt Relief Bring Additional Resources?

Systematic research on whether debt relief brings new money is limited. Birdsall, Claes-
sens, and Diwan (2002) look at debt relief to African countries over the 1990s and conclude 
that because of poor data quality, it is hard to find solid evidence in either direction. How-
ever, their results provide some evidence suggesting that the debt reduction of the 1990s 
crowded out other forms of aid and hence did not provide any additional resources. Ndiku-
mana (2002) finds that beneficiaries of debt relief received more aid than similar countries 
that did not benefit from debt relief. While this result points towards additionality of debt 
relief, Ndikumana also finds an overall decline in aid disbursements since the early 1990s, 
generating a situation in which beneficiaries of debt relief receive more net transfers than 
nonbeneficiaries, but not necessarily more than what they were receiving before becoming 
beneficiaries. Powell (2003) finds that debt relief neither crowds out nor generates additional 
resources. This, when considered along with the fact that economic aid to poorer nations 
has been decreasing overall, is consistent with the previous results that suggest no increase 
in net resource transfers to HIPCs. This point is also made by Arslanalp and Henry (2006a), 
who show that over the 2000–2003 period, net resource transfers to HIPCs were lower than 
those prevailing over 1980–1995 in terms of both recipient and donor countries’ GDP (Figure 
10.5). 

A World Bank (2006) evaluation of the HIPC initiative which uses more recent data pro-
vides a more positive view of the potential additionality of the initiative and shows that since 

23 Defensive lending is a situation in which creditors provide new financing to avoid explicitly recognizing that a 
debtor country is in default. Marchesi and Missale (2004) present strong evidence of defensive lending and defensive 
granting.
24 Of course, debt relief is also conditional on some activities and policies, but the conditions are likely to be less 
burdensome in number than those attached to traditional loans. 
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2000 there has been a substantial increase in net resource transfers to HIPCs. In particular, 
this evaluation finds that net annual transfers to the 28 decision point HIPCs increased from 
US$7.3 billion in 2000 to US$15.8 billion in 2004 and that more than half of this increase was 
due to debt relief. The same study also conducts a counterfactual exercise in an attempt to 
explore what would have happened without debt relief and finds that the HIPC initiative did 
bring additional resources in at least 17 of the 28 HIPCs considered. 

THE RESEARCH AND POLICY AGENDA IS STILL OPEN

Well-used public debt can be a powerful tool for economic development. However, political 
distortions may lead to overborrowing, and volatile capital markets may lead to economic 
instability even with moderate debt levels. The main message of this chapter is that it is 
not easy to identify the relationship between debt and economic development, but there 
is some evidence that moderate levels of debt can promote growth, while higher levels 
of debt are likely to have a negative effect on growth. The problems with operationalizing 

these results is that, depending 
on countries’ economic and debt 
structures, “moderate” may mean 
very different things. In fact, one 
of the main themes of this report 
is that debt levels are only one—
and probably not the most impor-
tant—factor that determines debt 
vulnerabilities. 

The chapter also explores the 
relationship between debt levels 
and the composition of public ex-
penditure and does provide evi-
dence suggesting that, while Latin 
American countries do borrow to 
finance investment in infrastruc-
ture,25 higher levels of debt have 
a negative effect on social ex-
penditure. 

Finally, the chapter points out 
that there is still much that is not 
known on how debt relief affects 
economic growth and poverty re-

duction. The two key unanswered questions are whether debt relief is associated with more 
and better poverty reduction policies and higher growth and whether debt relief initiatives 
bring additional resources or only crowd out aid and concessional lending. 

Figure 10.5
Net Resource Transfers to Heavily Indebted Poor 
Countries 

Source: Authors’ calculations using data from Arslanalp and 
Henry (2006a), Table 8.
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25 In particular, the chapter shows that in Latin America, public debt is positively associated with public investment in 
infrastructure. The chapter does not tackle the more complex issue of whether this public investment in infrastruc-
ture adds to the productive capital stock. 
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While lack of good data has been one of the main obstacles to detailed evaluations of 
past debt relief initiatives, one positive aspect of the HIPC initiative is that the coordinating 
role of the multilateral financial institutions and the need for these institutions to conduct 
internal evaluations of the initiative has greatly improved the information available to the 
research community. Furthermore, the high visibility of the initiative is providing incentives 
to conduct in-depth evaluations of debt relief not only among the multilateral financial insti-
tutions, but also in the academic and nonprofit communities. The recent World Bank (2006) 
update evaluation of the HIPC initiative is a welcome step in this direction and, although 
some of the results of this evaluation are inconclusive, it is important to note that this was 
also the case for the early evaluations of the Brady exchange (Husain and Diwan, 1989; Fer-
nández-Arias, 1993), which is now considered a very successful debt relief program. 





CHAPTER 11 

Fiscal Sustainability  
in Latin America:  
Old and New Approaches

THE CONCEPT OF FISCAL SUSTAINABILITY asks whether current debt levels in a coun-
try can be serviced given the government’s current fiscal position. Thus, it makes no judg-
ment as to whether the country’s debt should be different from its current level based on 
some optimization criterion (see Chapter 10 for a discussion of these issues).

Several of the now-standard approaches to fiscal sustainability were initially devised 
with developed countries in mind, stressing mostly long-run solvency matters, but ignoring 
the characteristics of debt and the macroeconomic environment that are typical of develop-
ing countries and key for assessing the sustainability of their debt. For example, issues of 
currency composition of public debt and exposure to large external shocks are fundamental 
elements that need to be considered in the case of developing countries.

This chapter introduces different fiscal sustainability tools, taking standard sustainabil-
ity analysis as a starting point, and then moving on to issues that are specific to developing 
countries. Those issues include fiscal sustainability in the face of uncertainty from various 
sources, and in particular, the real exchange rate and public revenue fluctuations. As sover-
eign credit ratings are important benchmarks for investors, the correlation of the fiscal indi-
cators examined here with credit ratings provides a useful measure of the extent to which 
credit risk analysts focus on these emerging market issues. In other words, what do rating 
agencies have in mind, directly or indirectly, when assessing solvency risk?

 
THE STANDARD APPROACH 

The meaning of fiscal sustainability is often blurred. A first point to clarify is the difference 
between solvency and sustainability. Insolvency refers to a situation in which the future 
paths of spending and revenue do not generate sufficient net financial resources to service 
the existing government debt. A policy stance is sustainable if “a borrower is expected to 
be able to continue servicing its debt without an unrealistically large future correction to 
the balance of income and expenditure” (IMF, 2002a, 4). Thus, solvency is only a necessary 
condition for sustainability, because solvency can be achieved with very large and costly 
future adjustments. In other words, sustainability requires achieving solvency without major 
policy changes. 

The starting point for virtually all standard methods of calculating debt sustainability 
is a government’s current period budget constraint, which states that the portion of debt 
payments falling due (inclusive of interest) that cannot be covered by the primary surplus 
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is financed with new debt.1 This assumes away any direct financing of the deficit through 
money printing by the central bank. In the long run, for debt to be sustainable, the govern-
ment must be able to meet the following condition:

 s = (r − g)d, (11.1)

where d is the level of debt as a share of GDP, r is the real interest rate, g is the growth rate 
of the economy, and s is the government’s primary surplus as a share of GDP. This condition 
has an intuitive interpretation: the level of the sustainable debt-to-GDP ratio is such that the 
primary surplus is enough to cover the “effective” interest cost of servicing it. The effective 
interest rate is the real interest rate net of the growth rate of GDP. As all the variables are 
assumed to be constant over time (or to reflect an appropriately computed average), this 
equation states that the stream of future long-run primary surpluses—appropriately dis-
counted—has to fully cover existing debt levels.2 

While sustainable debt thus measured is a useful benchmark, debt sustainability does 
not necessarily require a government to constantly satisfy a debt target calculated in this 
way. For example, a government could be faced with a temporary shock and might want to 
use debt markets to smooth it out. To account for situations in which there are short-run 
deviations from the long-run debt level but debt will eventually return to sustainability, some 
studies focus on a more dynamic interpretation.3 For example, some methods evaluate 
whether a country’s primary surplus tends to increase when public debt increases.4 Another, 
more recent approach makes a short-run evaluation of a country’s current fiscal stance 
by assessing its current debt stock, its current primary surplus, and ongoing interest and 
growth rates to determine whether they are consistent with convergence to a targeted long-
run debt-to-GDP ratio (see Croce and Juan-Ramón, 2003). The advantage of this approach is 
that it allows for departures from long-run values in the current debt stock and the primary 
balance. It analyzes whether deviations of the primary surplus from its steady state value, 
and/or deviations of current debt levels from target debt levels, are sufficiently large to put 
convergence in peril, thus rendering a policy stance unsustainable. 

SUSTAINABILITY IN LATIN AMERICA USING THE STANDARD APPROACH

Despite some episodes of fiscal stress in some Latin American countries in the late 1990s and 
early 2000s, the region has become more fiscally sound than in the 1980s. The sharp decline 
in inflation rates is an indirect indicator of fiscal improvement, showing that governments 

1 For comprehensive discussions see Buiter (1985) and Blanchard (1990). The former focuses on sustainability based 
on stabilizing government net worth, whereas the latter considers sustainability based on stabilizing the debt-to-GDP 
ratio. Given the empirical difficulties in measuring net worth, the second approach has been more widely used. See 
also Chalk and Hemming (2000) and Izquierdo and Panizza (2006) for detailed surveys. 
2 For all calculations in this chapter, the discrete-time version of this formula was used, namely, 

s = (
 1+ r  

– 1)d.
 1+ g
3 In essence, these tests attempt to rule out explosive paths on public debt. See, for example, Hamilton and Flavin 
(1986) and Chalk and Hemming (2000). 
4 See Bohn (1998). See Abiad and Ostry (2005) for applications to developing countries.
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have not needed to resort to monetary financing of their deficits. Another commonly used 
indicator of ability-to-pay performance through noninflationary sources is the debt-to-fiscal 
revenue ratio, which had declined by 2004 relative to the early 1990s. Although on average 
Latin American countries have improved their ability to pay as measured by this indicator 
(which fell from about 460 percent in 1991 to 320 percent in 2004), the indicator is still much 
higher than in developed countries, where the average debt-to-revenue ratio for the general 
government was slightly over 130 percent by the end of 2004.5 Looking within the region, this 
improved performance as measured by lower debt-to-revenue ratios is confirmed for most 
countries when informa-
tion for 1991 is compared 
to that for 2004 (Figure 
11.1). 

These measures hint 
at improvements in com-
parison with the 1990s, 
but how has the region 
performed in terms of the 
standard sustainability ap-
proach? To answer this 
question, a more compre-
hensive indicator based on 
the standard sustainability 
approach was constructed 
based on equation (11.1). 
This is the real interest 
rate that would have been 
required to make prevail-
ing debt levels sustainable 
given prevailing primary 
surpluses, current debt 
stocks, and average GDP 
growth rates. It is equiva-
lent to a “slackness” inter-
est rate to the extent that 
it represents the maximum interest rate consistent with fiscal sustainability. This indicator 
is convenient, because accurate data on average real interest rates are very hard to come 
by. Although there are some available measures of effective real interest rates—obtained 
by computing interest payments as a share of beginning-of-period debt levels, net of infla-
tion—these are subject to substantial measurement problems (and/or lack of information 

5 Countries included in the ”Latin America and the Caribbean” group are Argentina, Bolivia, Brazil, Chile, Colombia, 
the Dominican Republic, Ecuador, Guatemala, Honduras, Jamaica, Nicaragua, Mexico, Panama, Paraguay, Suriname, 
Trinidad and Tobago, and Venezuela. Developed countries in the sample are Australia, Austria, Belgium, Canada, Den-
mark, Finland, France, Germany, Greece, Iceland, Ireland, Italy, Japan, Luxembourg, Netherlands, Norway, Portugal, 
Spain, Switzerland, the United Kingdom, and the United States. 

Figure 11.1
Public Debt as a Percentage of Total Revenues  
in Latin America and the Caribbean, 1991 versus 2004

Sources: Cowan et al. (2006) database; Martner and Tromben (2004b); IMF, 
World Economic Outlook; central banks.
Note: “Argentina Pre” represents figures for Argentina before the debt-re-
structuring process. “Argentina Post” represents figures for Argentina after 
the restructuring process.
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for the early 1990s).6 Figure 
11.2 shows values of this 
variable for each country 
in the region in 1991 vis-à-
vis 2004. The lower inter-
est rates that would have 
been required, on average, 
in the early 1990s to make 
debt sustainable—particu-
larly in a context of higher 
international interest rates 
than in 2004—suggest that 
the countries’ fiscal position 
was more precarious at that 
time relative to 2004.

Focusing on more re-
cent periods for which 
data on effective real inter-
est rates are available, a 
standard debt sustainabil-
ity exercise is to compute 
the “required” vis-à-vis the 
observed levels of the pri-
mary surplus. The required 
primary surplus is defined 

as the one that would make current debt sustainable, as indicated by equation (11.1). As a 
first approximation, required primary surpluses were calculated on the basis of effective 
real interest rates paid in 2004, average growth for the 10-year interval covering the period 
1994–2004, and current debt-to-GDP levels.7 Results are shown in panel (a) of Figure 11.3, 
and at first glance they suggest a very favorable scenario, as most countries’ observed pri-
mary surpluses are higher than their required levels.8 

A more conservative estimate of required primary surplus would be based on a longer-
term average of interest rates. Effective real interest rates for 2004 are probably far from 
being long-run real interest rates for several reasons. International real interest rates in 
recent times have been quite low and may not remain at current levels in the future. Ad-

6 For example, measurement problems may arise when expected inflation incorporated in interest rates differs 
substantially from effective short-run inflation. These measurement problems will become apparent in the section 
linking standard sustainability measures using effective real interest rates to credit ratings. 
7 Effective real interest rates were obtained primarily from IMF country documents. Ideally, if the debt service pro-
file of government debt is known and a long-run real interest rate benchmark is used, the net present value of that 
debt can be computed and sustainability evaluated at that net present value debt level, given assumptions for the 
long-run real interest rate and long-run growth rate. However, this is beyond the scope of this report, given lack of 
information. 
8 This analysis was performed at the central government level, and for some particular cases (such as Colombia), in 
which balances from the remainder of the nonfinancial public sector are important, this measure may not accurately 
represent the consolidated nonfinancial public sector position.

Figure 11.2 
“Slackness” Interest Rate for Sustainability, 1991 versus 2004
(percent)

Sources: Cowan et al. (2006) database; Martner and Tromben (2004b); IMF, 
World Economic Outlook; central banks.
Note: The slackness interest rate is calculated as r = ((s/b) * (1 + g)) + g, where 
r is the slackness interest rate; s is the primary surplus-to-GDP ratio; b is the 
total debt-to-GDP ratio; and g is the GDP growth rate. “Argentina Pre” repre-
sents figures for Argentina before the debt-restructuring process. “Argentina 
Post” represents figures for Argentina after the restructuring process. Data for 
1991 for Uruguay are unavailable.

–10 –5 0 5 10 15 20

Colombia
Honduras

Bolivia
Dominican Republic

Uruguay
Nicaragua

Argentina Pre
Panama

Belize
Peru

Ecuador
Argentina Post

Guatemala
Brazil

Costa Rica
Paraguay

Mexico
Venezuela

Chile

2004 1991



 FISCAL SUSTAINABILITY IN LATIN AMERICA: OLD AND NEW APPROACHES 211

ditionally, countries that have recently 
restructured their debt may also be 
making lower-than-usual interest pay-
ments. For these reasons, and in order 
to stress-test fiscal performance with 
respect to interest rate fluctuations, 
an alternative exercise was performed, 
this time assuming that countries would 
eventually roll over their debt stocks 
at the median real interest rate that 
prevailed for the period 1992–2004, 
based on behavior of the aggregate 
Latin Eurobond Index yield.9 Recom-
puted required primary surpluses are 
contrasted with observed surpluses in 
panel (b) of Figure 11.3. This time, the 
results are significantly different, with 
several more countries now facing re-
quired primary surpluses above actual 
levels, highlighting the fact that current 
fiscal positions may look much more 
comfortable than they would if inter-
est rates returned to the higher levels 
that prevailed in the past. The large 
fluctuations in real interest rates that 
Latin American countries have faced in 
the past—and their profound impact on 
fiscal standing—suggest that, although 
fiscal positions have improved, vulnera-
bility to real interest rate increases still 
remains. It is also worth noting that, at 
least in the experience of the 1990s, 
much of the increase in interest rates 
was due to increases in spreads rather 
than increases in the risk-free interest 
rate. Thus, several countries could be 
as exposed as they were in the 1990s to 
shocks resulting from increases in real 
interest rates, even if risk-free interest 
rates were to remain low. 

9 The real interest rate used in this case was 7.5 
percent. 

b. Median real interest rate (Latin Eurobond 
Index yield)

Sources: Bloomberg; IMF country reports (various years); IMF, 
World Economic Outlook database; central banks; and au-
thors’ calculations.
Note: “Argentina Pre” represents figures for Argentina before 
the debt-restructuring process. “Argentina Post” represents 
figures for Argentina after the restructuring process. Heavily 
Indebted Poor Countries (Bolivia, Honduras, and Nicaragua) 
(both panels) and Chile and Argentina (panel a only) are not 
included, given that the effective real interest rate in these 
countries is lower than the average GDP growth rate.

Figure 11.3
Observed and Required Primary Surplus, 2004

a. Effective real interest rates, 2004
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Furthermore, the current high primary surpluses reflect in part the current favorable 
conditions for export demand and high commodity prices that increase government rev-
enue. Again, this favorable phase may pass. It is worth noting, however, that under similar 
favorable conditions in the early 1990s, primary surpluses were lower on average, which 
indicates that the region has expended significant policy effort toward achieving stronger 
fiscal positions. 

INCORPORATING VOLATILITY

Developing countries differ in many respects from developed countries. To begin with, devel-
oping countries face substantially greater volatility in real exchange rates, real interest rates, 
and terms of trade. Developing countries also frequently have to cope with sudden loss of 
access to international credit markets, which in many cases is completely unexpected. Ad-
ditionally, the magnitude of shocks faced by developing countries can be so large and these 
shocks so persistent that, especially in the presence of relatively low credibility in fiscal 
policy and budget institutions, countercyclical policies may not be an option at all.

This higher volatility and persistence in shocks introduces various additional sources 
of vulnerability that must be considered when debt sustainability is analyzed, suggesting 
that until developing countries are able to reduce volatility, it may be relevant to consider 
debt levels to be “safe” when they can both be sustained in the long run and withstand the 
pressure of large shocks. In particular, to the extent that shocks are large and persistent, as, 
for example, was the case of the capital flow standstill experienced by Latin America in the 
late 1990s, solvency issues may quickly come into play. Thus, the concept of sustainability 
should be expanded to ensure solvency not only against realistic adjustment scenarios, but 
also against realistic external volatility.

These issues can be considered from three different perspectives. The first focuses on 
financial frictions that have played a major role in recent emerging market crises and their 
effect on fiscal sustainability. The second addresses the issue that emerging market govern-
ments are typically confronted with considerable sources of aggregate uncertainty as they 
try to assess the pattern of government revenue and expenditure, as well as the level of 
debt they can afford.10 A third perspective extends the uncertainty analysis to the evaluation 
of net worth performance, focusing on novel techniques that account for the valuation of 
assets. 

Currency Mismatches, Sudden Stops, and Valuation Effects

Liability dollarization is a major source of vulnerability to sudden stops in capital flows, 
and the combination of the two can have devastating effects on fiscal sustainability.11 For 
instance, loss of access to credit markets need not be the result of overindebtedness in the 
context of a good equilibrium, but can instead be the result of an economy’s having fallen 
into a bad equilibrium triggered by a sudden stop in capital flows (see Calvo, Izquierdo, and 

10 See Mendoza and Oviedo (2002) for a very useful discussion on these issues.
11 Following Calvo (1998), a sudden stop is defined as a large and unexpected stop in capital flowing to a particular 
country. See Calvo, Izquierdo, and Mejía (2004) for empirical definitions of a sudden stop.
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Mejía, 2004). This inverse fiscal view—in the sense that there is little that is fiscal in the origin 
of the crisis—finds support in the fact that sudden stop episodes tend to occur around the 
same time, and for countries exhibiting a variety of fiscal situations before the shock.

Sudden stops in capital flows force abrupt adjustments in the current account deficit 
that may require sizable currency depreciation in real terms when the capital flow standstill 
is highly persistent—otherwise, real exchange rate fluctuations would be short lived, and 
solvency would not necessarily be at stake.12 This adjustment may have large valuation ef-
fects that multiply the cost of servicing foreign currency debt because of excessive liability 
dollarization, thus pushing a country’s debt out of the sustainable range. 

The best example of the effect of external conditions on fiscal sustainability can be 
found in the Russian debt default of August 1998 and the spread of this shock to global 
capital markets, an event that would lead to generalized capital flow reversals in emerging 
markets. In many ways, the Russian crisis worked as a liquidity shock to international inves-
tors, who spread it across different countries as they sold assets in their portfolios to restore 
liquidity and cover margin calls resulting from collapsing Russian bond prices (Calvo, 2005b). 
This shock turned into a full-fledged crisis in countries that had two key domestic vulnerabili-
ties: a small supply of internationally tradable goods (such as exports) and domestic liability 
dollarization (Calvo, Izquierdo, and Mejía, 2004). These vulnerabilities can be summarized in 
the following “mismatch” ratio (see Calvo, Izquierdo, and Talvi, 2005):

 
m =  

B / eB* ,
  Y / eY*  

(11.2)

where e is the real exchange rate, B is domestic currency debt, B* is foreign currency debt, 
Y is output of nontradables, and Y* is output of tradables. Mismatches between debt and 
output composition can lead to substantial differences in valuation of the debt-to-GDP ratio 
following depreciation. For example, consider a limit case in which all valuation effects take 
place on debt only, because debt is fully denominated in foreign currency, and output is fully 
nontradable (that is, when m = 0). This is the worst-case scenario, in which real exchange 
rate depreciation hits fully on sustainability. Another case that is particularly relevant is that 
in which the composition of debt (in terms of tradables vis-à-vis nontradables) matches that 
of output (that is, when m = 1). When this condition holds, real exchange rate depreciation 
has no effect on the debt-to-GDP ratio and thus on fiscal sustainability. The effect can be 
compounded by the fact that contingent liabilities, such as those emanating from banking 
sector bailouts, can materialize simultaneously. When firms in nontradable sectors are heav-
ily indebted in foreign currency to the banking system, substantial depreciation brings along 
bankruptcies and an urge for the government to bail out the banking system in an effort to 
preserve the payments system. Thus, public sector debt can skyrocket once the direct and 
indirect effects of depreciation add up. 

12 See the model presented in Calvo, Izquierdo, and Talvi (2005), which assumes that the sudden stop in capital flows 
is permanent, and thus that real exchange rate depreciation is permanent as well (and may lead to unsustainable 
fiscal positions at the new real exchange rate level).
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Figure 11.4 shows how 
Latin American countries 
ranked in terms of the mis-
match ratio defined in equation 
(11.2) in 1998 (at the time of the 
Russian crisis) and in 2004.13 
As the figure shows, from a 
liability perspective, Latin 
American countries were more 
exposed to exchange rate fluc-
tuations in 1998 than in 2004. 
Following the sudden stop epi-
sode that plagued the region 
after the Russian crisis, many 
countries reacted by reducing 
mismatches and expanding is-
suance of debt in domestic cur-
rency, in many cases indexed to  
the CPI.

In terms of ranking within 
the region, in the healthier 
range of the spectrum are 
countries like Chile, with a high 
level of domestic debt issuance 
and a large supply of tradable 
goods. Countries with past in-
flationary experiences and a 
tradition of liability dollarization 
are typically more mismatched 
(Argentina, Peru, Uruguay).14 
For example, Argentina before 
debt restructuring had a much 
lower matching ratio, which has 
substantially improved since 
debt restructuring (from 0.15 
at the end of 2004 to 0.40 right 
after debt restructuring in June 
2005). Although this index cap-

13 Tradable output is proxied by the share of the sum of agriculture and industry in total GDP at constant prices.
14 Special consideration should be given to the case of fully dollarized countries such as Panama, Ecuador, and El 
Salvador. In some cases, as in Panama, the development of a major stable financial center following dollarization 
may have reduced the likelihood of disruption in capital markets, in which case mismatches are not such a relevant 
issue. However, to the extent that full dollarization does not diminish the likelihood of a sudden stop, such countries 
may be heavily exposed.

b. 2004

Sources: Cowan et al. (2006); central banks; World Bank, World DeveIop-
ment Indicators online database; authors’ calculations.
Note: “Argentina Pre” represents figures for Argentina before the debt-
restructuring process. “Argentina Post” represents figures for Argentina 
after the restructuring process. The currency matching ratio is calculated 
as (B/eB*)/(Y/eY*), where B is debt in domestic currency; B* is debt in 
foreign currency; Y is output in nontradables; Y* is output in tradables; 
and e is the real exchange rate.

Figure 11.4 
Currency Matching Ratio
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tures the main determinants of 
exposure to sudden stops, it 
does not comprise all sources 
of vulnerability to events of this 
type. Where domestic currency 
debt is short term, expecta-
tions of currency depreciation 
can make interest rates soar 
and have a significant impact 
on public finances to the ex-
tent that devaluation is resisted 
(see Chapter 13).

 The mismatch ratio can be 
expanded to reflect the inter-
action of mismatches and debt 
levels. For example, a highly 
mismatched country with very 
low debt levels would not be 
seriously affected by the ag-
gregate effects of debt valu-
ation following real currency 
depreciation. For this reason, 
a second measure was calcu-
lated, this one evaluating the 
debt increase in terms of GDP 
that would take place were 
a country subject to real de-
preciation of 100 percent (see 
Figure 11.5).15 Although in gen-
eral, the ordering is similar to 
that obtained using equation 
(11.2), some heavily indebted 
countries, like Nicaragua, jump 
up in the vulnerability rank-
ings, while other less-indebted 
countries, like Guatemala, are 
on safer ground.

15 In terms of the notation introduced previously, it is equivalent to computing d(d)/(d(e)/e)*100.

Sources: Cowan et al. (2006); central banks; World Bank, World Development 
Indicators; and authors’ calculations.
Note: “Argentina Pre” represents figures for Argentina before the debt-re-
structuring process. “Argentina Post” represents figures for Argentina after 
the restructuring process.

Figure 11.5
Exposure of Nonfinancial Public Sector to Real Currency 
Depreciation 
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THE UNCERTAINTY APPROACH

Standard sustainability analysis was originally conceived for developed countries, in which 
volatility issues are generally less important. For emerging markets, it becomes essential 
to incorporate key sources of uncertainty into fiscal analysis and redefine what should be 
considered “safe” debt levels, taking into account possible changes in economic conditions. 
The key question that emerging market governments face is whether their debt levels will 
still be sustainable given the range of possible changes in the international and domestic 
economic environments.

Most of the debt sustainability literature has explored the use of stochastic methods to 
obtain representations of the process that drives the dynamics of public debt or net worth.16 
For example, Barnhill and Kopits (2003) adapt the concept of value at risk used in the finance 
industry to the analysis of government net worth by computing measures of dispersion rela-
tive to present values of a government’s assets and liabilities to determine the value at risk 
or exposure to negative net worth. In an application to the case of Ecuador, they find that net 
worth valuation could not resist large shocks without turning negative. Xu and Ghezzi (2003) 
instead follow a liquidity approach, in which a government may be exposed to depletion of 
treasury reserves. Through estimation of the processes followed by variables that influence 
treasury reserves (such as exchange rates, interest rates, and the primary fiscal balance), 
the probability of default, that is, a depletion of treasury reserves, can be estimated at any 
point in time.17 Garcia and Rigobón (2004) estimate the joint behavior of key variables affect-
ing the evolution of government debt and perform simulations of the joint paths of these 
variables (the real interest rate, GDP growth, the primary deficit, the real exchange rate, 
inflation, and shocks to debt or “skeletons”), which amount to repeated simulations of the 
path of government debt. Based on this information, the probability that debt will reach a 
level considered unsustainable can be computed.

Celasun, Debrun, and Ostry (2006) emphasize that the high-frequency data used in Garcia 
and Rigobón (2004) for the primary balance may not be a good indicator of a government’s 
policy stance, because in many cases high-frequency data are quite noisy, as they reflect 
cash management operations which may differ substantially from true fiscal policy response 
to changes in the environment. For this reason, Celasun, Debrun, and Ostry separately esti-
mate, using annual data, how the fisc reacts to a key set of variables—a fiscal reaction func-
tion—and they combine this with an estimation, based on quarterly data, of the joint behavior 
of nonfiscal determinants of public debt dynamics (real foreign and domestic interest rates, 
GDP growth, and the real exchange rate), very much in the vein of Garcia and Rigobón (2004). 
Using these two pieces of information, they produce “fan charts” indicating the associated 
potential paths of the debt-to-GDP ratio, which allow for evaluation of the probability that 
debt as a share of GDP will lie below a particular threshold at any point in time.

Mendoza and Oviedo (2004, 2006) provide a framework that rationalizes why govern-
ments may want to impose a debt threshold on themselves. In this framework, a govern-

16 These representations do not address the factors underlying this process but instead focus on reduced-form links 
between debt and other variables.
17 This approach is different from most of the material discussed in this chapter, as it is closer to the concept of 
liquidity than to that of solvency.
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ment may want to provide insurance to society by keeping government outlays as smooth as 
possible (except for inevitable adjustments in times of crises), given uncertainty in regard to 
public revenue and an environment in which such insurance cannot be bought from financial 
markets. The framework determines sustainable debt ratios based on the ability of a gov-
ernment to credibly commit to debt repayment, that is, the ability to repay debt even after 
fiscal revenue hits very low levels for a prolonged period of time. Under these conditions, 
the government will determine the maximum liability position that it can sustain—or “debt 
limit”—and will set a contingent plan for adjusting expenditures so as to smooth outlays as 
much as possible while abiding by the debt limit.

This concept of debt limit is similar to that introduced in equation (11.1) for the standard 
sustainability approach, except that it considers the primary balance that can be achieved 
in a fiscal crisis (when revenue is at its minimum and expenditures are adjusted as much 
as possible in times of crisis). Thus, the debt limit is not the same as the sustainable debt, 
except in times of crisis. 

A key determinant of the 
debt limit is the volatility of 
government revenue.18 As 
Mendoza and Oviedo show, in 
general, higher revenue vola-
tility will imply lower debt lim-
its. Figure 11.6 plots revenue 
volatility for Latin American 
and Caribbean countries by 
computing the volatility of 
the cyclical component of the 
revenue-to-GDP ratio for the 
period 1990–2004.19 The mean 
volatility for the sample of de-
veloped countries used here 
is 3.3 percent. A one standard 
deviation interval around that 
mean yields volatility coef-
ficients ranging roughly be-
tween 2 and 4 percent. Only 6 
out of 24 countries in the Latin 
American and Caribbean sample fall within that range or lower, providing an indication of the 
significance of the volatility problem facing the region. 

The relevance of revenue volatility highlighted by the Mendoza-Oviedo framework be-
comes apparent in the computation of the minimum tolerable level of government expen-
diture in a time of crisis that would make current debt levels sustainable (and barely below 

Source: Authors’ calculations based on the IMF’s World Economic Outlook 
database. 
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18 However, it must be noted that revenue volatility implicitly captures volatility in other exogenous variables (such as 
the terms of trade), and thus revenues should not be considered in and of themselves the source of volatility. 
19 Using a Hodrick-Prescott filter to detrend the series.
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the debt limit) given histori-
cal revenue volatility.20 This 
exercise provides an idea of 
the level of insurance that a 
government would be able 
to provide given its current 
fiscal position (as it repre-
sents the level of expendi-
ture that could be sustained 
during a crisis assuming 
that current debt levels are 
barely below the debt limit). 
Results for the Latin Ameri-
can and Caribbean sample 
are shown in Figure 11.7, in 
which the minimum level of 
primary expenditure during 
a fiscal crisis is expressed 
as a share of prevailing pri-
mary expenditure levels in 
2004. As is clear from an 
examination of the figure, 

very few countries in the sample could sustain current expenditure levels in a time of fiscal 
crisis. On average, current expenditure levels would need to be adjusted by 22.3 percent in 
times of crisis in order to make current debt levels sustainable at the debt limit. This points 
to relatively low insurance levels for expenditure in times of crisis, even when current debt 
levels are used as threshold levels.21 

Changes in revenue volatility have a strong impact on debt limits. To illustrate this point, 
Latin American and Caribbean countries were ranked according to Moody’s credit rating and 
split into two categories: lower-risk and higher-risk countries.22 Figure 11.8 shows that the 
average higher-risk country could benefit substantially from reducing its revenue volatility to 
avoid a fiscal crisis: if it could bring down revenue volatility from 9.5 percent to that of the 
average lower-risk country (6 percent), it could increase its debt limit from 42 to 108 percent 
of GDP.23 Thus, its chances of hitting a fiscal crisis could be greatly reduced. 

Figure 11.7
Minimum Expenditure in Times of Crisis Using Current 
Debt Levels as Debt Limit

Source: Authors’ calculations.
Note: “Argentina Pre” represents figures for Argentina before the debt-
restructuring process. “Argentina Post” represents figures for Argentina 
after the restructuring process.  
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20 In the Mendoza-Oviedo framework, the debt limit (b*) is set by b* = (tmin – emin ) 
1 + g

 , where tmin is the lowest pos-
sible realization of revenue (as a share of GDP), emin is the crisis expenditure level (as a share of GDP), r is the interest 
rate, and g is the economy’s growth rate. This identity is used to obtain the crisis expenditure level that would make 
the current debt level the same as the debt limit, when the lowest realization of revenue is set at two standard devia-
tions below the revenue mean. Since under this framework debt (including the debt limit) can always be repaid, and 
there is no strategic default, interest rate r is in principle a risk-free rate. 
21 However, it must be noted that insurance in this case is against the very unfavorable scenario of a long sequence 
of the worst possible realization in revenues. An issue that this type of approach must still address is whether it is 
optimal to purchase this level of insurance.
22 Countries belonging to Moody’s credit-rating categories Ba3 or better are classified in the first group.
23 Assuming that expenditure can be adjusted by 20 percent in times of crisis.

r – g
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THE NET WORTH APPROACH 
REVISITED

While most of the approaches pre-
sented in this chapter have focused 
on vulnerability to shocks to govern-
ment liabilities, government assets are 
equally affected by economic shocks. 
For example, the results of exercises 
considering the effect of real exchange 
rate depreciation could change sub-
stantially once assets such as oil or 
copper reserves are added to the equa-
tion. A typical representation of the 
government balance sheet is displayed 
in Table 11.1. A key component of the 
balance sheet is the net present value 
of the stream of future revenues, which 
can be highly susceptible to changes in 
the macroeconomic environment and 
is a key determinant of sustainability. 
Building upon the framework estab-
lished by Barnhill and Kopits (2003), Levy Yeyati and Sturzenegger (2006) explicitly estimate 
the behavior of different types of revenue (income tax, value-added tax, etc.) as a function 
of GDP growth and the real exchange rate (they also do this for different types of govern-
ment expenditures).

In this framework, the joint behavior of GDP growth, the real exchange rate, and inter-
national interest rates is estimated to produce simulations of future joint paths for these 
three variables that are replicated several times. Results from each simulation are fed into 
the estimated equations of revenues and expenditures in order to come up with a stream of 
revenues and expenditures whose net present value can be calculated and included in net 
worth estimations. Thus, for each replication of GDP growth, real exchange rate, and interest 
rate paths, a net worth position can be obtained. After a sufficient number of replications, 
a distribution for net worth can be constructed. This distribution is quite useful, as it allows 
for the estimation of the probability that net worth may fall into negative territory, that is, the 
probability that the government may become insolvent. In contrast to the approach pursued 
in other studies that model the primary surplus as a function of the three key variables previ-
ously mentioned, this approach has as an additional benefit that, through the estimation of 
separate revenue and expenditure elasticities, simulations can be estimated relative to the 
actual value of taxes and expenditures, which is tantamount to estimating the elasticity of 
the primary surplus for the current fiscal policy mix. 

With a focus on the particular cases of Argentina and Chile, several interesting results 
emerge from the net worth approach. An examination of Argentina’s balance sheet shows 
that bonded debt (i.e., explicit liabilities) adds up to just 8 percent of total liabilities, a result 
that stresses the relevance of including all elements of the balance sheet when assessing 
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solvency. More interesting are the findings regarding the effects of real exchange rate de-
preciation. As expected, in the case of Argentina—a relatively dollarized country—net worth 
falls following depreciation (see Table 11.2). But an appealing claim that Levy Yeyati and Stur-
zenegger make is that most of this effect comes from the fact that, with real depreciation, 
the tax base shrinks as a share of GDP, thus highlighting the relevance of income effects on 
fiscal accounts (however, this statement should be weighed against the fact that dollar li-
abilities themselves could be responsible for the obtained income effect).

This result differs from that for Chile (see Table 11.2). With a high share of its income 
base linked to the tradables sector (due in part to resources provided by copper production), 
Chile would experience an improvement in its net worth position following depreciation (de-
spite a countervailing increase in expenditure).

Table 11.1 The Government’s Balance Sheet

Assets Liabilities

Liquid assets Explicit liabilities
Physical assets Contingent liabilities
Net present value of taxes (Net present value of social security)
Net worth of state-owned enterprises (Net present value of health insurance)
 (Net present value of other expenditures)
 Net worth

Source: Levy Yeyati and Sturzenegger (2006).

Table 11.2 Effect of Real Exchange Rate Shock on Net Worth 

(percentage points of GDP)

  Argentina  Chile

  With exchange  With exchange 
 Basic simulation rate shock Basic simulation rate shock

Mean 1.79 0.63 2.34 2.79
Median 1.63 0.52 2.24 2.66
Maximum 12.99 7.76 6.00 7.10
Minimum —0.32 —2.63 0.95 1.11
Standard deviation 1.04 0.72 0.61 0.75

Source: Levy Yeyati and Sturzenegger (2006).
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DEBT SUSTAINABILITY AND 
CREDIT RATINGS IN LATIN 
AMERICA

Are these different perspectives on debt 
sustainability reflected in any way in 
how solvency risk is perceived by rat-
ing agencies? Do agencies focus on 
measures associated with standard sus-
tainability analysis only, or are recent 
concerns brought up by the sustain-
ability literature also considered when 
default risk is assessed?

A first pass at the data in regard to 
these questions suggests that standard 
sustainability measures may have an im-
pact on credit ratings. Panels (a) and (b) 
in Figure 11.9 show the relationship be-
tween indicators associated with stan-
dard sustainability analysis and credit 
ratings assigned by Moody’s. Panel (a) 
shows that the difference between re-
quired and observed primary surpluses, 
using prevailing real effective interest 
rates in 2004, has a low correlation with 
credit ratings. However, as mentioned 
previously, real effective interest rates 
are subject to several sources of mea-
surement error. Given this shortcom-
ing, credit ratings are contrasted next 
against “slackness” real interest rates, 
or the maximum level of real inter-
est rates that would make a country’s 
current fiscal position sustainable. The 
results are displayed in panel (b), indi-
cating a much tighter relationship (the 
correlation coefficient in this case is 
0.49).

How about measures associated with currency mismatches? Panels (c) and (d) in the 
figure provide a preliminary answer. Panel (c) plots the mismatch measure of equation (11.2) 
against credit ratings, while panel (d) does the same using the augmented mismatch mea-
sure that also takes into account debt size. Interestingly, both measures indicate a relatively 
strong association with credit ratings (the correlations are 0.38 and −0.40, respectively).

Finally, panels (e) and (f) in Figure 11.9 show associations with measures of revenue 
volatility and minimum expenditures derived from the Mendoza-Oviedo framework. This 
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time there is indication of negative cor-
relation between credit ratings and the 
volatility of the cyclical component of 
the revenue-to-GDP ratio, and of posi-
tive correlation between credit ratings 
and minimum levels of expenditures 
that can be “guaranteed” in times of 
crisis (correlations are −0.49 and 0.51, 
respectively). These results open up 
interesting venues for future research 
exploring further links between revenue 
volatility and credit ratings.

Many of these partial, cross-sec-
tion regression plots may in one way 
or another be capturing a common el-
ement taken into account by credit-
rating agencies. However—and despite 
the limitations of the sample—there 
is some evidence that, directly or indi-
rectly, these new measures may provide 
pieces of information which could be 
relevant in and of themselves, as indi-
cated by a simple regression of credit 
ratings on the matching measure that 
takes debt size into account and the 
measure of revenue volatility previously 
described.24

 
HAS DEBT SUSTAINABILITY 
IMPROVED IN LATIN AMERICA?

Latin America made some strides in 
terms of debt sustainability coming out 
of the 1980s, which has been aptly 
termed the “debt crisis” decade. How-
ever, several indicators suggest that, on 
average, the region is far from being safe. To begin with, the region remains vulnerable to 
interest rate fluctuations. Although some progress has been made in reducing liability dol-
larization, fiscal sustainability in many countries remains susceptible to large shocks in the 
real exchange rate, given lingering currency mismatches and relatively high debt levels. 

24 Despite the limitations of the sample (16 observations in one particular region), mismatch and volatility variables 
are significant at the 6 and 3 percent level. 
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Furthermore, volatility is far from 
over in Latin America. Periods of sys-
temic capital market turmoil could well 
return to haunt the region. Although 
many countries in the region have 
improved their current account bal-
ances, partly as a result of the current 
bonanza in export prices, they are still 
exposed to potential interruptions in 
capital flows that could trigger sub-
stantial changes in the real exchange 
rate and in debt sustainability. In such 
situations, countries would need to re-
sort to large expenditure adjustments. 
In this regard, several exercises sug-
gest that reducing revenue volatility 
could be beneficial in terms of the abil-
ity to sustain higher debt levels.

Fiscal sustainability analysis is un-
dergoing a quantum leap with the in-
corporation of the effects of economic 
and financial volatility into analysis 
frameworks. Exposure to volatility in 
government revenues and real ex-
change rate fluctuations are particu-
larly important in the Latin American 
context, as underscored by the fact 
that credit ratings seem to reflect 
these vulnerabilities as well. Although 
progress made in modifying the debt 
structure in Latin American countries 
has reduced the exposure to exchange 
rate fluctuations, debt sustainability 
could be further enhanced by fiscal 
and institutional reforms that limit the 
impact of volatility in government rev-
enues. 
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CHAPTER 12 The Costs of Default

EVALUATING DEBT SUSTAINABILITY requires determining what level of debt is high 
enough to trigger a default by a sovereign country.1 This is relatively straightforward in the 
case of a private firm. The “default point” of a private company is the point at which its 
debt liabilities are equal to the total market value of its assets, that is, the point at which 
the equity value of the firm becomes zero (Merton, 1974). Finding the default point of sov-
ereign debt is much more complicated, because a government’s assets, which include, for 
example, the ability to tax its citizens, do not have an observable market value.2 Moreover, 
governments typically do not stop paying pensions or disband the military to make room for 
debt service payments—and are not expected to do so. 

Rules of thumb are not likely to provide very useful approximations of the level of debt 
that triggers default. For example, the debt-to-GDP ratio, at the time of the events of default, 
of countries that have defaulted since the 1980s has had a wide range of values, from around 
0.4 to more than 1.5. Figure 12.1 displays defaulting countries’ level of debt at the end of the 
year preceding the default, but a similar picture emerges if debt levels in the default year are 
used. Needless to say, many countries have had debt levels within the same range and have 
not fallen into default. This suggests that finding the default point of sovereign debt requires 
a more elaborate analysis. 

Furthermore, creditor rights are less effectively enforceable for sovereign debt than   
private debts. If a private firm becomes insolvent, legal authorities have the means to en-
force creditors’ claims on the company’s assets, even if those assets may be insufficient to 
cover the totality of the debt. By contrast, in the case of sovereign debt, despite the fact 
that the claim and the relevant legal authority are typically well-defined, the enforcement 
capacity is limited to assets in the same legal jurisdiction, which limits the efficacy of the 
legal recourse.3 

1 Note that in this report, default is not taken to mean a repudiation of debts or a unilateral suspension of payments, 
but instead an event when either scheduled debt service is not paid on the due date or the sovereign makes a re-
structuring offer which contains terms less favorable than the original debt. This is in line with the technical definition 
applied by credit-rating agencies, for example. 
2 Gapen et al. (2005) attempt to apply this approach to valuation of sovereign debt.
3 Because of this, recent litigation against defaulting sovereigns, rather than focusing on direct enforcement of the 
claim, have hinged on the threat of seizing sovereign assets abroad, such as international reserves or, most notably, 
payments on external debt on which the sovereign is current, so as to force an out-of-court settlement. See Stur-
zenegger and Zettelmeyer (2006).



 226 CHAPTER 12 

This has led economists to 
posit that sovereign defaults 
are a reflection of a govern-
ment’s “willingness to pay” 
rather than its “ability to pay.” 
The theoretical economic lit-
erature has traditionally seen 
the sovereign as calculating 
the cost implied by a debt de-
fault and comparing it to the 
burden of servicing its debt to 
decide whether to continue 
meeting its debt obligations. 
Defaults are then the result of 
a strategic decision to obtain 
a financial gain, rather than 
the result of a legitimate situa-
tion of bankruptcy. In fact, the 
existence of significant costs 
of default is considered the 

mechanism that makes sovereign debt possible in the first place. Otherwise, why would 
sovereigns repay their debts? If sovereigns did not suffer some type of cost in the event of 
default, no investor would be willing to lend any money to them (see, for example, Dooley, 
2000). 

Yet this type of strategic behavior is not in line with what has been observed in sovereign 
debt crises. Sovereign defaults have taken place after a country’s economy has gone through 
a serious downturn and other measures have failed. The precise timing seems to respond to 
economic considerations which are far removed from the strategic factors hypothesized by 
the sovereign debt literature. In fact, there is evidence that, rather than engaging in strategic 
considerations and trying to avoid repayments, in moments of crisis, countries go to great 
lengths to adopt policies aimed at preventing default. 

WHAT IS A DEFAULT?

Identifying sovereign default episodes and measuring their duration is not a straightforward 
exercise. There are multiple definitions of what constitutes a default episode and different 
ways of determining the precise time at which a default event occurs. Moreover, the nature 
of a default event is clearly distinct depending on whether the underlying debt is with private 
creditors or an official lender, and within the latter group, a bilateral or a multilateral credi-
tor. This issue is of consequence from the point of view of empirical research on the effects 
of default, as the correct identification of the default episode and its precise timing may be 
critical for dealing with causality and simultaneity issues that arise in econometric work.

The most commonly used catalogs of default events are defaults with official bilateral 
creditors that are members of the Paris Club (available in the Paris Club database); defaults 
on private bank loans and bond instruments, as classified by rating agencies like Standard & 
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Poor’s (S&P); and defaults on commercial and official debt under Detragiache and Spilimber-
go’s (2001) methodology, which is largely based on the database of the World Bank’s Global 
Development Finance. 

While there is substantial coincidence among the three databases, the correspondence 
is far from perfect. Some mismatches can be traced to differences in the methodology used 
to measure the length of a default episode. For instance, the methodology used by Detragia-
che and Spilimbergo is based on the existence of arrears and rescheduling negotiations and 
considers as defaults several episodes that are not classified as such by S&P.4 Conversely, 
S&P classifies as defaults Argentina’s 2001 and Uruguay’s 2003 exchanges on the basis of 
their less than voluntary nature, although no arrears were incurred at the time. Not even the 
well-documented Paris Club defaults are free from methodological ambiguity. In the case of 
the Paris Club database, only two dates are provided: the date of signature of the restruc-
turing agreement and the cutoff date that determines the debt under renegotiation (where 
debt incurred after that date is excluded). While the former date has often been used as the 
starting point of the default episode, a case can be made that it signals the completion of 
negotiations and therefore the end of the default and that the starting point is likely to be 
more appropriately proxied by the cutoff date that separates pre- and postdefault debt. This 
is the criterion used in this report.

Figure 12.2 shows the number of defaults per decade between 1970 and 2004 and be-
fore 1970. Episodes tend to lump together at several points, most notably during the debt 
crisis of the early 1980s, suggesting a dependence on common external factors. However, 
the incidence of default episodes is by no means restricted to particular periods. On the 
contrary, there has hardly been a year in the recent period without a default event. 

The duration of default episodes—the amount of time that passes between the default 
event and when the debt is restructured in one way or another—has tended to vary over 
time, particularly in recent years, declining from an average of about eight years in the period 
1970–1990 to roughly four years since 1991. This reflects in part the fact that, for a grow-
ing group of emerging market countries, bonds have substituted for banks as the primary 
borrowing form and that, contrary to what was once thought, bonded debt restructuring 
through unilateral exchange offers has proven to be much faster to complete than bilateral 
bank debt restructurings. Additionally, there seems to have been a relative decline in the 
incidence of default with official lenders, possibly reflecting the diminishing importance of 
bilateral lending (see Chapter 6).

COSTS OF DEFAULT

The theoretical literature on sovereign debt has traditionally focused on two channels 
through which costs of default may materialize: reputation (that is, higher borrowing costs 
that, in the limit, could result in absolute exclusion from financial markets in the future) and 
direct sanctions (such as legal attachments of property and international trade sanctions 
imposed by creditors’ countries of residence).

4 Examples include Nigeria, Zambia, and Sierra Leone in the 1970s, Egypt and El Salvador in the 1980s, and Sri Lanka, 
Thailand, Korea, and Tunisia in the 1990s.
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The reputation argument assumes 
that sovereign debt is used primarily 
to insure against income shocks by 
increasing disposable income in bad 
states of the world, at the expense 
of a smaller income (resulting from 
repayment) in good states. In their 
seminal paper, Eaton and Gersovitz 
(1981) showed that such a debt con-
tract can be sustained solely on the 
basis of a country’s credit record (repu-
tation), inasmuch as the loss involved 
in being deprived of the insurance ben-
efits provided by sovereign debt ex-
ceeds the maximum payment under 
the contract.5 In a well-known critique, 
Bulow and Rogoff (1989) showed that 
a country can always use a fraction 
of the payment due under the original 

(defaulted) debt contract to pay in advance for an insurance policy that offers the same 
benefits, concluding that reputational concerns alone are not sufficient to ensure that sover-
eign debt can be sustained and that direct sanctions are needed to counteract default risk.6 
However, this critique hinges on three nontrivial assumptions: (1) that the new lender (the 
insurer) can commit to paying the sovereign as stipulated by the insurance policy (there is no 
lender commitment problem); (2) that the sovereign can find a new lender while in default 
(lenders do not collude); and (3) that the sovereign does not spend its debt payment money 
in the current period (investing in insurance is time consistent for the government). These 
assumptions have been recently questioned by Kletzer and Wright (2000), Wright (2002), 
and Amador (2002). Thus, the theoretical debate appears to have gone full circle back to the 
insurance view.

One problem with the insurance view is that it implies that, in the absence of financial 
imperfections, net transfers should be negatively correlated with deviation from expected 
long-run income. Hence, defaults should occur only in good times, when a debtor that has 
the funds to repay chooses to keep the payment entirely for itself. In other words, default 
should be, almost by definition, strategic: a deliberate opportunistic decision to repudiate 
previous obligations.7 However, both the assumption and the implication appear to be starkly 
at odds with reality. Private cross-border debt flows are not countercyclical and, as a result, 
defaults tend to occur in the context of economic contractions, casting doubt on the rel-

Figure 12.2 
Defaults over Time

Source: Authors’ calculations based on Standard & Poor’s.
Note: LAC = Latin America and the Caribbean.
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5 In an interesting spin-off, Grossman and Van Huyck (1988) apply the same argument to motivate the existence of 
nominally denominated sovereign debt in a context in which the sovereign can inflate away the debt burden.
6 Sachs, Bulow, and Rogoff (1988), Kletzer (1988), and Lindert (1989) also support the sanctions view.
7 In this context, it is easy to see the distinction between willingness and ability to pay, since defaults are, by as-
sumption, positively correlated with the former. The more frequent case of a default during a recession, however, 
calls for a more nuanced definition of those terms.
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evance of the insurance benefits of international debt flows—and the reputational costs of 
losing access to those benefits (Levy Yeyati, 2006b). 

While there is no evidence of the imposition of direct trade or economic sanctions fol-
lowing the latest sovereign default episodes, the literature has highlighted alternative chan-
nels through which a country may face immediate real economic cost as a result of default. 
One such channel is the presence of externalities on sovereign contracts that cannot be 
readily insured (Cole and Kehoe, 1996) or in the domestic private sector in the form of re-
duced access to financing (Sandleris, 2006). 

More recently, recognizing that holders of government debt are often primarily resident 
investors, more attention has been paid to a third channel, namely, the immediate conse-
quences of default for the domestic economy (in particular, the impact of default on the 
solvency of the banking sector and its income effect on domestic demand). This channel 
has been particularly relevant in recent defaults in emerging economies in which banks held 
significant amounts of government liabilities and the anticipation of default may have fueled, 
at least in part, a run on bank deposits.8 

A natural corollary of this last channel is that a default may involve sizable political cost 
for the government. A declining economy and a banking system in crisis typically combine in 
this case with the effect of the default on domestic debt holders to undermine the image of 
incumbent policymakers, a channel that has been noted in the context of currency devalua-
tions but has been overlooked in the case of debt defaults.

In light of this extensive theoretical literature on sovereign debt, there is surprisingly 
little empirical work to substantiate these alternative views of the reasons why a sovereign 
is expected to repay its obligations. Only recently a number of papers have attempted to 
assess the different channels suggested by the analytical models. These papers do not find 
much support for the traditional “willingness to repay” explanations of default. Sovereign 
defaults occur after a country’s economy has gone through a serious downturn and other 
measures have failed, and the precise timing responds to both economic and political con-
siderations that are far removed from the strategic factors highlighted above. 

Access to International Capital Markets

Studies that provide empirical evidence in support of the “market exclusion” view implicitly 
assume that access to international markets is valuable for a country. Starting from this 
premise, Tomz (2004) uses the case study method to argue that Argentina repaid its debt 
with the United Kingdom in 1930 in order to strengthen its reputation as a good debtor, 
rather than to avoid a trade embargo from the United Kingdom, as had been previously in-
terpreted by, for example, Díaz-Alejandro (1983). In turn, English (1996) studies the evidence 
on U.S. states that defaulted between 1841 and 1843. While states that were in default were 
mostly excluded from the capital market, they were able to regain access after renegotiating 
debt payments, even when the latter involved partial write-offs of debt. 

This is in line with the conventional view that a temporary default does not lead to per-
manent exclusion from the international capital market: a country is likely to lose access to 

8 Chapter 8 discusses the importance of institutional investors’ holding of government bonds. 
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this market while in default, but once the restructuring process is behind it and the country 
becomes current on its debt once again, the market does not discriminate, in terms of ac-
cess, between defaulters and nondefaulters; nor does an absence of default in a country’s 
record guarantee it access to the market. Examples that lend support to this account can 
be found in the period that goes from the 1930s to the 1960s, in which all Latin American 
countries were largely excluded from the world capital market regardless of whether they 
had defaulted in the 1930s, and in the lending boom of the 1990s, which did not exclude 
countries that had defaulted in the 1980s. More recently, countries that defaulted in the late 
1990s regained access to the international capital market almost immediately after their 
debt renegotiations were concluded.9 

However, access cannot be analyzed solely as a binary variable according to whether a 
country is or is not excluded from borrowing. It may well be the case that countries regain 
access to markets after default, but at a higher financial cost or to a lesser degree. 

In this regard, the studies that estimate the impact of past defaults on current sovereign 
spreads or credit ratings (which tend to correlate closely with spreads) find weak or short-
lived effects. While defaults after 1970 are associated with a two-notch drop in a country’s 
credit rating (Cantor and Packer, 1996), the effect exhibits low persistence: only defaults in 
the previous five years are found to display any significant correlation with current ratings 
(Borensztein and Panizza, 2006a). Along the same lines, a number of studies have looked 
at the direct impact of default on borrowing costs and found generally small or extremely 
short-lived effects.10

By contrast, there appears to be some evidence that in recent years the volume of 
capital flows to a country has been correlated with its reputation as a debtor. Figure 12.3 
illustrates this pattern. In the left panel, the figure compares net private capital flows (as a 
share of GDP) to two groups of sovereign borrowers over the 2000–2004 period: those that 
had been in default at some point since 1970, and those that had a completely clean record 
over the same period. The figure shows substantially higher net flows to the nondefault-
ing sovereigns. The same can be said about total private cross-border debt flows to these 
countries, comprising both sovereign and private borrowers. In the right panel of the figure, 
the same data are displayed after the effect of several variables, including the state of the 
business cycle and country- and time-specific factors, have been controlled for using econo-
metric methods (see Levy Yeyati, 2006b). 

This evidence, however, should be taken with caution, since the reduced inflows may 
well be reflecting a country’s policy decision to cut indebtedness that has proved excessive 
in the past, rather than a lessening of the country’s ability to borrow in international finan-

9 Gelos, Sahay, and Sandleris (2004) find that countries that defaulted in the 1980s were able to regain access to 
credit in about four years.
10 Lindert and Morton (1989) and Chowdhry (1991) find that defaults in the nineteenth century and the 1930s did not 
imply higher borrowing cost in the 1970s, Ozler (1993) reports a small premium on sovereign bank loans extended 
over the 1968–1981 period for countries that defaulted in the 1930s, and Flandreau (2004) finds that defaults in the 
1880–1914 period were associated with a 90 basis point increase in spreads in the year following the end of the 
default episode. For the current emerging bond markets period, Ades et al. (2000) show that default history had no 
significant effect on sovereign spreads in the late 1990s except for a small “Brady bond premium,” while Dell’Ariccia, 
Schnabel, and Zettelmeyer (2002) report a small “Brady country premium” that widened only somewhat at the time 
of the Russian default of 1998.
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cial markets. Indeed, it has been shown 
in historical studies—such as English 
(1996) on U.S. states—that defaulting 
states that regained access to interna-
tional markets have nonetheless been 
net payers in the postdefault years. 

Trade Sanctions and Trade 
Credit

While the idea that defaults may lead 
to trade retaliation has been around for 
a long time in the economic literature 
(see, for instance, Díaz-Alejandro, 1983), 
there have been a limited number of 
empirical studies on the link between 
default and international trade. An influ-
ential recent study (Rose, 2005) focuses 
on Paris Club debt renegotiations. Using 
“gravity” models of bilateral trade (mod-
els that estimate natural levels of trade 

based on variables such as geographic proximity and historical affinity), the study finds that 
defaults on bilateral official loans appear to be associated with a persistent decline in bilat-
eral trade that lasts for 15 years.11 There is also some evidence that sovereign defaults with 
the private sector involve significantly more economic costs for export-oriented industries 
than for other manufacturing sectors, although in this case the effects have been found not 
to be persistent once the default is resolved (Borensztein and Panizza, 2006b).

This evidence does not shed light on the specific channels through which defaults may 
affect trade or, more specifically, exports. The sovereign debt literature has often assumed 
that reduction in trade following a default comes from restrictive measures imposed by 
the country of residence of the defaulted investors. However, there is not much evidence 
of countries’ imposing quotas or embargoes on—let alone initiating direct military actions 
against—defaulting countries in modern times. Moreover, bondholders do not appear to be 
an effective political lobby today, as perhaps was the case in the historical period of the 
nineteenth-century bond market. 

A more realistic candidate for explaining the effect of default on a country’s trade is 
the deterioration in the credit quality of exporting firms in the defaulting country after the 
default—resulting from confiscation or convertibility risk—which could restrict access to 
trade credit. There is anecdotal evidence that international trade credit tends to be affected 
when markets become concerned with the creditworthiness of a government. In 2002, Brazil 
arranged financing from the IDB and the World Bank to offset the cutting off of international 
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credit lines to Brazilian exporters in the context of country risk concerns (Financial Times,  
2002). This support from the international community, together with intervention by Brazil’s 
central bank and banking system, was successful in protecting the country’s export sector 
from a credit crunch. At the aggregate level, OECD data on trade credit flows from private 
and official sources show that defaults have a negative effect on trade credit, but this de-
cline seems to be small in magnitude (Borensztein and Panizza, 2006a; Love and Zaidi, 2004; 
World Bank, 2004b).12 

Financial Sector

Possibly the most important collateral effects of government debt crises have been those 
that have occurred in the domestic financial sector. When banks are heavily exposed to gov-
ernment debt (as is often the case in Latin America; see Chapter 8), government defaults 
may cause a banking crisis or at least a period of weakening in banking credit to the private 
sector. This may happen for several reasons. First of all, default episodes may cause a col-
lapse in confidence in the domestic financial system and may lead to bank runs, resulting 
in banking crises or at least a credit crunch. Second, even in the absence of a bank run, de-
fault episodes will have a negative effect on banks’ balance sheets, especially if the banks’ 
holdings of the defaulted paper are large, and lead banks to adopt more conservative lend-
ing strategies. Finally, default episodes are often accompanied by a weakening of creditor 
rights or at least more uncertainty about them, which may also have a negative effect on 
bank lending. This result will be a magnification of the economic recession associated with 
the default. A detailed analysis of four recent sovereign defaults—those of Ecuador (1999), 
Pakistan (1999), Russia (1998), and Ukraine (1998)—has highlighted this association between 
debt crisis and banking distress (IMF, 2002c).

There is a fairly close association between sovereign defaults and domestic banking 
crises. Based on data between 1975 and 2000, it has been estimated that the probability 
that a banking crisis will occur within one to two years of a default is as high as 14 percent. 
By contrast, banking crises do not precede defaults very often, despite the fact that defaults 
tend to be anticipated by the public and deposit runs are likely in such an event (Borensztein 
and Panizza, 2006a).13

Economic Growth

Whatever the specific channel through which a sovereign default affects the domestic 
economy, if defaults exert a significant influence on economic growth, this must be observed 
in a direct link between default events and GDP growth. Indeed, there is a strong associa-
tion between defaults and recessions when annual GDP data are considered (Sturzenegger, 
2004; Borensztein and Panizza, 2006a).

12 Note that other forms of international lending are also cut off at times of turbulence, but export activities are more 
dependent on external finance, and thus they are hurt disproportionately more by a credit crunch.
13 However, in most cases, debt and banking crises tend to occur simultaneously, and the lead pattern may simply 
reflect the fact that defaults are often delayed until both crises are well underway. See Beim and Calomiris (2000a, 
2000b, 2000c), Levy Yeyati, Martínez Pería, and Schmukler (2004), and Sturzenegger and Zettelmeyer (2006).
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14 GDP levels are seasonally adjusted (excluding the 
default period) and normalized by the mean over 
the window. 

Looking at annual data, however, 
may not bring out the full picture of the 
relationship between debt crises and 
growth (Levy Yeyati and Panizza, 2006). 
Consider, for instance, two recent default 
episodes: those in Ecuador (1999) and Ar-
gentina (2001). Judging from annual data, 
Ecuador’s GDP contracted by 6 percent in 
1999 (the default year), and Argentina’s 
output declined by 12 percent in 2002 
(the official date of the Argentine de-
fault was December 2001). The quarterly 
evolution of GDP in these two countries 
suggests that the collapse in output oc-
curred just before the default event. This 
is illustrated in Figure 12.4, which also 
portrays the case of Uruguay in 2003. 
Annual data may mask the timing of 
events, because the start of a recession 
may spill over from one year into the fol-
lowing year in the data, as annual GDP is 
an average of what happened during the 
year. Thus, for example, the sharp GDP 
contraction in Argentina in late 2001 is 
largely registered as an output decline in 
2002, despite the fact that the economy 
started to recover in that year. Even more 
striking is the case of Uruguay, in which a 
recovery was already incipient when the 
government launched its debt exchange. 

Figure 12.5 takes a somewhat lon-
ger view of the evolution of GDP around 
default episodes. The figure shows, for 
a sample of emerging economies that 
have experienced default, quarterly GDP 
levels in a six-year window centered on 
the default period.14 Time 0 in the figure 
indicates the year of the default episode, 
time −4 indicates one year (four quarters) 
before the event, and time 4 indicates 
one year after the event. As the figure 
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shows, GDP drops in the period preced-
ing default and, while it still falls slightly 
in the quarter after the event, it reverses 
its trend in the following quarter. Re-
covery is quick, and long-term growth 
does not appear to suffer in the period 
after default.15 Naturally, as in the case 
of the drop in output at the time of de-
fault, the growth improvement may be 
related to recovery from deep currency 
and financial crises. However, this does 
not appear to be the case here, as the 
same pattern emerges when the im-
mediate postdefault recovery period is 
excluded.16

These findings do not imply that 
policies that lead to default have no 
cost; on the contrary, the large GDP 
decline that typically precedes a default 
may reflect in part the anticipation of the 
default decision, and the postdefault re-
covery observed in the data may not be 

independent of the cost paid in the preceding periods.17 Moreover, to some degree, the fact 
that output contractions precede an event of default may be a consequence of the fact that 
the default is already widely anticipated, and residents may start to hoard financial assets 
abroad and postpone investment projects in view of the uncertain prospects. Likewise, the 
official timing of the default may in some cases be somewhat later than the time when the 
debt crisis that generates the default actually started. Bond payments, for example, typically 
have a grace period before the bonds are technically considered in default. 

But the evidence on defaults, recessions, and recoveries flies in the face of stories of 
“strategic” sovereign default. A sovereign choosing to default on the assumption that it could 
obtain a financial gain by doing so, even if it faced exclusion from financial markets, would 
always default in a situation of economic strength, namely, when it did not need to resort to 
borrowing in the near future. Recessions are periods when incomes are low and financing 
needs are high, and far from being the result of punishments or sanctions imposed by credi-
tors as retaliation for the default, as posited by the traditional theoretical models of sover-
eign debt, they often precede (and may cause) the default decision. Defaults coming after, 
or in the midst of, a period of economic weakness are an indication of a situation of financial 
insolvency on the part of the sovereign, not a sign of a calculated, strategic action. 

15 Long-run output is obtained using the Hodrick-Prescott filter. A similar result is obtained using the log-linear trend 
instead.
16 Alternatively, faster growth may reflect some learning from the crisis: an improvement in policies and the instaura-
tion of a new and more credible economic and political team that may signal a “new start.”
17 In addition, there is some preliminary evidence that countries that do manage to resist default tend to do better 
than countries that give up and actually default (Borensztein and Panizza, 2006a).
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Politics

Postponing a default that has been widely anticipated by the market may be costly for at 
least three reasons: (1) it requires adjustment policies that may be perceived to be exces-
sively costly (at least in the short run) and hence not fully credible; (2) default risk, as long 
as it is not realized, translates into high interest rates and overall business uncertainty that 
hamper investment and deepen banking fragility through greater nonperformance ratios; 
and (3) the liquidity crunch typically associated with debt crises leads to fire sales of assets 
and to the validation of unreasonably high rollover costs, compromising the solvency of both 
public and private debtors. 

And yet, politicians and technocrats in ministries of finance and central banks seem 
to go to great lengths to avoid default. In the case of Argentina in 2001, for instance, it has 
been reported that, prior to the default, even Wall Street bankers tried to persuade Argentine 
policymakers to face reality and initiate a debt-restructuring operation (Blustein, 2005). 

Why the reluctance? A possible hypothesis is that defaults can be politically costly for 
the careers of finance ministers and top executive politicians. In fact, 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. In addition, ruling governments in default-
ing countries faced, on average, a 16 percent decline in electoral support and, in 50 percent 
of the cases, a change in the chief executive in the year of the default or the following  
year—more than twice the probability in normal economic times (Borensztein and Panizza, 
2006a).18 

This political cost may relate to the fact that electors may interpret a default as an 
explicit sign that the policies in place prior to the default were not working. However, this 
would explain reluctance to default only among politicians and technocrats who have been 
in charge for a long period of time and hence can be blamed for past policies. But new politi-
cians and technocrats who are appointed with the explicit or implicit objective of saving a 
country from default may also try to delay default, because default would be a clear signal 
that they had not been able to accomplish their mission.19 These politicians 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 admin-
istration. A more benign interpretation is that politicians know that the market will severely 
punish a strategic default, and in delaying default, they go to great lengths to make sure that 
everybody agrees that a default is indeed inevitable and hence not strategic. According to 
this interpretation, politicians who delay default are actually maximizing social welfare and 
not just their own. 

18 These arguments on the political cost of default relate to the familiar literature on the political cost of sharp devalu-
ations (Cooper, 1971; Frankel, 2005).
19 Accepting default would instead be easier for politicians and technocrats who are appointed after almost every-
body agrees that default is unavoidable. 
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ABILITY TO PAY OR WILLINGNESS TO PAY?

There is a disconnect between the theoretical literature on sovereign debt and the empiri-
cal evidence on sovereign defaults and renegotiations. The theoretical literature presents a 
paradigm of sovereign debt as a contract in which the costs of default only slightly exceed 
the benefits of pocketing the money otherwise needed for repayment. Hence, according to 
this literature, default events occur in good times, when countries enjoy a strong financial 
position and do not anticipate the need of market financing in the near future. These are 
strategic defaults rather than bankruptcies such as those that occur in the business world. 
There is little evidence, however, of strategic sovereign defaults ever occurring, and time 
after time default events occur in situations in which a country has reached a condition that 
can be described as sovereign bankruptcy.20 

A central finding of this chapter is that while defaults may have costs in terms of higher 
spreads, lower international trade, and more limited access to finance, these costs tend to 
be short lived. More interestingly, the chapter provides preliminary evidence that economic 
crises take place before defaults and that recoveries start soon after the event. This sug-
gests that sovereigns may sometimes delay debt-restructuring decisions too long. Clearly, 
more work needs to be done in this area, but if further analysis confirms this conjecture, 
the next challenge will be to find out why this is the case and what the policy implications 
of this finding are. 

The chapter provides two conjectures as to why a political administration may postpone 
the moment of reckoning. The first focuses on self-interested politicians who are worried 
about the effect on their careers, as there is clear evidence of accelerated political turnover 
following a debt default. The second interpretation assumes that, while strategic defaults 
would be very costly in terms of reputation—and that is why they are never observed in 
practice—“unavoidable” defaults carry limited reputation loss in the markets (Grossman and 
Van Huyck, 1988). Hence, policymakers may postpone default actions to ensure that there 
is broad consensus, prior to the actual occurrence of default, that the decision is unavoid-
able and not strategic. The idea is that politicians choose the lesser of the two evils and are 
willing to pay the additional cost brought about by the delayed default rather than subject 
the country to punishment by the market. This would be consistent with widely anticipated 
defaults that happen in situations when the economy is very weak. 

These two interpretations have widely different policy implications. If the problem is 
self-interested politicians who do not maximize social welfare, then reforms should focus on 
the policymaking process (see IDB, 2005b). If the problem is that politicians delay default in 
order to guarantee that markets will perceive the default, when it does occur, as necessary, 
then part of the solution may be a better, faster understanding of the economic situation of 
countries that are headed for default, an area in which the international financial institutions 
could make a valuable contribution. 

20 Such a situation is often driven by a combination of negative external shocks and misguided policies. 



CHAPTER 13 
The Risks of Sovereign 
Finance

SOVEREIGN BORROWING CAN GENERATE RISKS for essentially two reasons. The first 
relates to the link between sovereign debt and the probability of financial and debt crises. 
The second relates to the constraints that sovereign debt places on the ordinary conduct of 
monetary and fiscal policies.1 Chapter 11 made the point that, among the determinants of 
country risk, the structure of debt may be more important than the level of debt. The same 
is true for the risks of sovereign finance, for which the quality of debt matters more than the 
quantity of debt. In this context, debt quality refers to the degree of risk associated with any 
given level of debt. Debt quality depends critically on two dimensions: denomination and 
maturity. The premise here is that the currency and maturity composition of the debt stock 
largely determines the debt burden relative to the country’s repayment capacity at each 
point in time. In particular, currency and maturity composition determine the probability of 
a debt default and, as a result, the sovereign’s borrowing costs and their sensitivity to both 
domestic and external factors—as well as to self-fulfilling runs.

Hence, any analysis that aims at offering diagnostic and policy advice on how to limit 
the risk of sovereign finance should focus on policies with the objective of improving debt 
structure, so that sovereign borrowing becomes an instrument of growth rather than an im-
pediment to it. Devising such policies (the subject of the next chapter) requires a thorough 
understanding of the sources of risk.

Before looking into its underlying sources, it is necessary to define risk in an opera-
tional way that makes it possible to assess quantitatively the policy responses to particular 
sources of risk. Unfortunately, this is easier said than done. In the context of efficient finan-
cial markets, the most natural measure of sovereign risk (understood as the probability that 
the issuer does not comply with the terms of the debt contract) is provided by the yield paid 
by sovereign debt instruments in a continuously trading secondary market. This measure, 
however, has conceptual and practical drawbacks. The conceptual problem is that it refers 
to a narrow definition of risk that overlaps only partially with the risk of sovereign finance. 
More precisely, it measures the risk from the bondholder’s perspective, which is narrower 
than the risk for the sovereign issuer as defined above. The practical problem is data avail-
ability: secondary market prices are limited to the subsample of developing countries that 

1 These constraints include limited ability to have a countercyclical monetary policy and to have a truly floating ex-
change rate (fear of floating), inflation bias, and low credibility. Constraints on fiscal policy may result in procyclical 
and excessively restrictive policies.
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have issued a large stock of liquid global bonds (the emerging economies).2 An alternative 
measure of the same concept is provided by the sovereign ratings assigned by credit agen-
cies. While still subject to the first criticism, ratings have the advantage of being available for 
a larger set of countries. The caveat here is that ratings are highly influenced by outcomes 
and therefore may overstate risk in the upswing and understate it when the situation dete-
riorates (see Chapter 5).

Conceptually, the most accurate way of assessing the risk to the sovereign entails an 
evaluation of the influence of debt size and composition on economic performance (output 
growth and volatility). This chapter presents some evidence in this direction, but the reader 
should keep in mind that the causal relationship between debt and economic outcomes is 
bound to run in both directions, and a quantitative identification of these mutual influences 
is extremely difficult.

CURRENCY AND MATURITY RISK 

There is a large literature showing that currency denomination can substantially increase the 
risk of sovereign finance. This literature has shown that, in the presence of foreign currency 
debt, net debtor countries have an aggregate currency mismatch, and a depreciation in the 
real exchange rate will increase the stock of net liabilities in terms of the national product, 
whereas a real appreciation will reduce it, creating a potentially perilous exposure to cur-
rency fluctuations. 

Debtor countries can adopt policies aimed at eliminating the mismatch or preventing it 
from arising in the first place, but often at considerable expense. For example, they can try 
to change the denomination of their debt from foreign to domestic currency; however, in 
the short run, such a policy may sometimes turn out to be exceedingly expensive or unfea-
sible. Alternatively, countries can eliminate the mismatch by deciding to borrow only to the 
extent allowed by the supply provided by domestic currency markets, which would in most 
cases entail a significant reduction in net borrowing. Such self-restraint does not eliminate 
the problem, however, as countries still need to manage their outstanding stock of debt. 
Furthermore, countries that decide to become financially autarchic will not be able to benefit 
from the opportunities for risk diversification and access to resources offered by foreign bor-
rowing. As an intermediate strategy, countries may decide to eliminate the mismatch implicit 
in short-run flows by accumulating foreign reserves. In this way, they ensure that they will 
not face a foreign currency liquidity shortage in the near future, at the cost of financing low-
return reserves with high-cost sovereign debt.

The currency denomination problem is particularly important in Latin America and 
the Caribbean, a region characterized by narrow domestic markets and a dependence on 
external funds. Because the economies of the region are also relatively closed in terms of 
international trade, balance sheet effects arising from adjustments of the real exchange rate 
become magnified (Calvo, Izquierdo, and Talvi, 2005). There is evidence that a large share of 

2 In principle, one could derive comparable information from the lending rates charged by private international 
banks on public or publicly guaranteed loans. However—even ignoring the fact that bank rates tend, because of 
loan evergreening, to underreact to changes in perceived risk—systematic data on interest rates are very difficult 
to compile.
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foreign-currency-denominated external debt is associated with lower credit ratings, higher 
volatility of both GDP growth and capital flows, and limited ability to conduct an independent 
monetary policy (Eichengreen, Hausmann, and Panizza, 2005b). Additionally, foreign cur-
rency external debt increases the sensitivity of spreads to real exchange rate fluctuations 
(Berganza and García-Herrero, 2004) and leads to contractionary devaluations (Bebczuk, 
Galindo, and Panizza, 2006).

Furthermore, although there is incomplete cross-country data on the structure of do-
mestic public debt, there seems to be a close correlation between the dollarization of gov-
ernment debt and bank loans (Cowan et al., 2006), and dollarization of the domestic bank 
sector also presents macroeconomic risks. Dollarization of bank loans increases a country’s 
propensity to suffer disruptive sudden stop episodes (Calvo, Izquierdo, and Mejía, 2004) and 
leads to high relative price volatility and thus macroeconomic instability (Calvo, Izquierdo, 
and Loo-Kung, 2005). Along similar lines, the dollarization of bank deposits increases finan-
cial fragility and leads to higher output volatility and lower economic growth (Levy Yeyati, 
2006a). 

Another major factor that affects the risk of sovereign borrowing is the maturity struc-
ture of debt. Short-term debt, by bunching debt payments together (specifically, by increas-
ing the size of the obligations maturing at each point in time) deepens rollover risk and 
paves the way to possible debt crisis. This is especially true when debt is denominated in 
foreign currency, but even if all debt is denominated in domestic currency and the govern-
ment is running a primary budget surplus, the bunching of payments induced by short-term 
debt creates a financing gap that opens the door to self-fulfilling liquidity runs (Obstfeld, 
1994). 

Most of the literature on debt crises has focused on the combination of these two risks 
and shows that short-term external (hence, mostly foreign-currency-denominated) debt is a 
strong predictor of debt crises. In particular, studies have found that the higher the ratio of a 
country’s short-term dollar debt to international reserves, the higher the probability of a cri-
sis in that country (Manasse, Roubini, and Schimmelpfennig, 2003). This provided a rationale 
for what became known as the Guidotti-Greenspan rule of reserve adequacy, which states 
that countries should always hold enough reserves to cover at least their external liabilities 
falling due within one year.3

Not surprisingly, there is much less evidence of a link between debt crises and short-
term domestic debt denominated in domestic currency. This is because, in the event that the 
sovereign’s capacity to pay is severely affected, domestic currency debt offers an alternative 
to outright default: the government can keep servicing debt by “printing money” at a seem-
ingly negligible immediate cost. The result, of course, is inflation and also higher interest 
rates in anticipation of the expected inflation over the life of the bond. If inflation wins the 
race against nominal interest rates—which is always possible but may require accelerating 
inflation until levels of hyperinflation are reached—the real value of the debt is effectively 
diluted, and the government regains solvency. In fact, in most cases, governments faced by 

3 While there are no formal studies on the dangers of domestically issued short-term foreign currency debt, the 
Mexican Tequila crisis of December 1994 (sparked by problems rolling over the short-term dollar-indexed Tesobonos) 
should be sufficient to convince most readers that the dangers implied by this fragile currency-maturity combination 
are not exclusive to international placements.
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a large amount of domestic currency debt have preferred to recur to inflation (sometimes 
to hyperinflation) rather than defaulting (the Russian default on ruble-denominated GKOs is 
a notable exception).4 

Does this mean that short-term domestic debt denominated in domestic currency is 
less risky than foreign currency debt? Not necessarily. First of all, high inflation is costly 
economically and socially. It creates uncertainty and reduces growth, and stabilizing from 
high inflation has been a long and costly process in Latin America. Moreover, inflation hits 
especially hard the poorest segments of the population, who have more limited ways of 
protecting their savings from sudden increases in prices and for whom basic necessities 
can become suddenly unaffordable with a price increase. Second, there have been cases in 
which the presence of a substantial amount of short-term domestic currency debt was one 
of the fundamental causes of a financial crisis even though, by the time the crisis came, most 
of this debt had been swapped into foreign currency. 

The 1994 Mexican crisis provides an example of this situation. At the beginning of 1994, 
Mexico had basically no domestic debt in foreign currency, but it had about 60 percent of 
its domestic debt denominated in short-term peso notes (called CETES, for Certificados de 
la Tesoreria de la Federación). During the year, pre-electoral political turmoil, amplified by 
the assassination of presidential candidate Luis Donaldo Colosio and an insurgency in the 
state of Chiapas, led to expectations of a currency devaluation and a surge in the interest 
rate on CETES (which, given their short maturity, needed to be rolled over during the year). 
In fact, in the month of the Colosio assassination, the rate on CETES jumped from 10 to 16 
percent. Deeming a devaluation unlikely to become necessary, Mexican authorities decided 
to substitute dollar-denominated Tesobonos for some of its CETES holdings. The result was 
a significant leveraging of risks: if the exchange regime survived the attack on the Mexican 
currency, the cost of defending the country’s exchange rate peg would have been much 
lower, but if a currency devaluation became unavoidable (as happened), the government’s 
losses would be much higher. With the benefits of hindsight, the swap of CETES for Tesobo-
nos was probably a bad decision, but the alternatives (either pay a high real interest rate or 
accommodate the inflationary expectations by abandoning the peg) were extremely costly 
from both a political and an economic perspective. These alternatives were determined to 
no small degree by the presence of short-term domestic debt denominated in domestic cur-
rency and by the fact that the Mexican authorities knew well that the arithmetic of diluting 
short-term debt with inflation can be unforgiving, as the path to high inflation can be gradual, 
unplanned, and hard to reverse.5 

4 The default came after the GKO had reached an interest rate of 100 percent.
5 An example may be helpful in illustrating the difficulty of diluting short-term debt. Assume that a country has an 
excessive debt that needs to be reduced by, say, 30 percent. Assume as well that investors have adaptive expecta-
tions and that debt can be diluted only if inflation in the current period is higher than inflation in the previous period. 
Consider now a country where all public debt has a remaining maturity of three years. If it starts with zero inflation, 
such a country can simply generate 10 percent inflation (actually it needs a little bit less than that) and dilute the 
debt over a three-year period. Inflation will permanently move from 0 to 10 percent, and the new debt issued after 
three years (i.e., when the old debt matures) will have a higher nominal interest rate but the same real interest rate 
as the old debt. Consider now a country with the same problem, but where all public debt has a remaining maturity 
of one month. If the country wants to dilute the debt before rollover time, it will need to generate monthly inflation 
of 30 percent; this corresponds to annual inflation of 2,300 percent! Of course, the country could decide to move 

gradually and deflate the debt a little bit at a time. But also in this case, the adaptive nature of expectations will lead 
to ever-increasing inflation. (For instance, the country could decide to dilute the debt by 1 percent a month. In this 
case, it will start with 1 percent monthly inflation and then increase it gradually, so that it will take 30 months to dilute 
the debt by 30 percent. By the 30th month, monthly inflation will be 30 percent, and annual inflation about 2,300 
percent.) Clearly these are extreme examples that resort to unrealistic assumptions, but they should make it clear 
that, in the presence of short-term debt, pursuing the option of diluting the debt may mean hyperinflation.
6 Again, in the currency mismatch literature there is no clear distinction between dollarization of the financial sector 
and dollarization of public debt. But as argued before, these two types of dollarization tend to be correlated, at least 
in Latin America. 
7 The figure reports the results of a fixed effects regression that measures the effect of changes in maturities on 
changes in dollarization.
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IS THERE A CURRENCY-MATURITY TRADE-OFF?

Inflation and currency depreciation risks have been pervasive elements in the structure of 
government debt in Latin America. Seeking protection against those risks, investors have 
gravitated towards foreign-currency-denominated debt. Two notable exceptions to the pre-
vailing dollarization cases are Chile, where financial instruments are widely indexed to infla-
tion, and Brazil, where a large fraction of domestic currency debt is indexed to the overnight 
interest rate. These cases suggest, at an anecdotal level at least, that there is a trade-off 
between currency and maturity, namely, that countries can avoid foreign currency debt, but 
only by going heavily to the short end of the maturity spectrum. 

At a more systematic level, the evidence on a trade-off between maturity and denomi-
nation is more mixed. Firm-level data on liabilities show that in highly dollarized countries 
(Uruguay, Argentina, Costa Rica, and Peru) there is a strong positive relationship between 
the degree of dollarization and maturity of debt, suggesting that firms that issue dollar debt 
are able to extend the maturity of their obligations. Interestingly, this pattern is not present 
in economies characterized by low levels of dollarization (such as Brazil and Chile), probably 
because these countries can extend maturity by using other forms of indexation (to prices or 
interest rates rather than foreign currency). But the sign of the relationship between dollar-
ization and long-termism reverses when a cross-section of countries is examined. Countries 
that have on average higher degrees of firm liability dollarization have on average a lower 
share of long-term liabilities in total debt (Kamil, 2004).6 One possible interpretation of the 
above results is that country-specific factors like policies and the credibility of policymakers 
affect in the same direction both dollarization and short-termism, leading to the positive 
cross-country relationship between these two variables. There is some debate, however, on 
the extent to which economic policies affect the structure of countries’ debt. Some studies 
have failed to find a strong correlation between policies and the structure of external debt 
(see Eichengreen, Hausmann, and Panizza, 2005a). However, Hausmann and Panizza (2003), 
Jeanne and Guscina (2006), and Mehl and Reynaud (2005) find that policies may matter for 
the structure of domestic debt. 

Cross-country government debt data show less evidence of a trade-off between cur-
rency and maturity. Although data for 19 emerging market countries suggest that a move-
ment towards lower levels of dollarization is associated with an increase in the share of 
short-term debt, the effect is completely driven by the behavior of Russia (Figure 13.1).7 If 
Russia is excluded from the sample, there is little evidence of a correlation between changes 
in dollarization and changes in maturity structure. Furthermore, there seems to be no short-

4 The default came after the GKO had reached an interest rate of 100 percent.
5 An example may be helpful in illustrating the difficulty of diluting short-term debt. Assume that a country has an 
excessive debt that needs to be reduced by, say, 30 percent. Assume as well that investors have adaptive expecta-
tions and that debt can be diluted only if inflation in the current period is higher than inflation in the previous period. 
Consider now a country where all public debt has a remaining maturity of three years. If it starts with zero inflation, 
such a country can simply generate 10 percent inflation (actually it needs a little bit less than that) and dilute the 
debt over a three-year period. Inflation will permanently move from 0 to 10 percent, and the new debt issued after 
three years (i.e., when the old debt matures) will have a higher nominal interest rate but the same real interest rate 
as the old debt. Consider now a country with the same problem, but where all public debt has a remaining maturity 
of one month. If the country wants to dilute the debt before rollover time, it will need to generate monthly inflation 
of 30 percent; this corresponds to annual inflation of 2,300 percent! Of course, the country could decide to move 

gradually and deflate the debt a little bit at a time. But also in this case, the adaptive nature of expectations will lead 
to ever-increasing inflation. (For instance, the country could decide to dilute the debt by 1 percent a month. In this 
case, it will start with 1 percent monthly inflation and then increase it gradually, so that it will take 30 months to dilute 
the debt by 30 percent. By the 30th month, monthly inflation will be 30 percent, and annual inflation about 2,300 
percent.) Clearly these are extreme examples that resort to unrealistic assumptions, but they should make it clear 
that, in the presence of short-term debt, pursuing the option of diluting the debt may mean hyperinflation.
6 Again, in the currency mismatch literature there is no clear distinction between dollarization of the financial sector 
and dollarization of public debt. But as argued before, these two types of dollarization tend to be correlated, at least 
in Latin America. 
7 The figure reports the results of a fixed effects regression that measures the effect of changes in maturities on 
changes in dollarization.
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ening of debt maturities associated with 
recent dedollarization in Latin America 
and the Caribbean (Cowan et al., 2006).

From a more conceptual point of 
view, it can be argued that the currency-
maturity trade-off should be analyzed 
in terms of cost. Namely, governments 
can always issue long-term, domestic 
currency debt that pays the currency 
premium that the market demands. Of 
course, this premium may be too high, 
and hence the sovereign will decide not 
to pursue this option. But what does 
“too high” mean? If the difference be-
tween the interest rate paid on long-
term domestic currency debt and that 
paid on foreign currency debt correctly 
reflects inflation or devaluation expecta-
tions (that is, if uncovered interest parity 
holds), then the costs of all instruments 
will be equal ex ante. Why, then, would a 

sovereign choose to borrow in foreign currency or in short-term domestic instruments? 
One reason has to do with the fact that the sovereign cares about the level of inflation, 

which carries heavy economic and political costs. If the structure of debt affects expected 
inflation, the government can use dollar debt or short-term debt to provide a signal that it is 
committed to maintaining low inflation. In this way, it will end up paying the same interest 
rate as with long-term debt denominated in the domestic currency, but the economy will 
have a lower inflation rate. 

Another reason has to do with the fact that long-term domestic currency debt may 
indeed be more costly in term of the ex post real cost. This can happen if the maturity or 
currency premium overstates inflation or devaluation expectations, possibly as a result of 
information asymmetry between the government and investors. Suppose, for instance, 
that there are two types of governments: a good one (which desires to avoid inflation and 
currency depreciation) and a bad one (which has a tendency to use inflation and currency 
depreciation). Also suppose that the current government is of the good type, but investors 
do not know this for sure and hence assign a 50 percent probability that the government will 
inflate and/or devalue the currency. As a consequence, investors will ask a currency/matu-
rity premium that the good-type government knows to be excessive, and hence the govern-
ment will decide to issue either short-term or foreign currency debt.8 

A similar situation arises from the absence of a mechanism to commit a government 
to maintaining low inflation. If the government cannot make a credible commitment to this 

Figure 13.1 
The Currency-Maturity Trade-Off

Source: Authors’ estimations based on data from Jeanne and 
Guscina (2006).
Note: Graph plots the results of a regression that includes 
country fixed effects.
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8 If the government were of the bad type, investors could correctly infer the type and hence ask to be fully com-
pensated for expected inflation. Arida, Bacha, and Lara-Resende (2005) argue that the high real interest rates that 
characterize the Brazilian market are a consequence of the decision to avoid dollar-denominated contracts.
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objective in the eyes of investors, they will demand a premium on local currency debt, and 
then the best option for the government will be to reduce its borrowing costs by resorting 
to inflation (Calvo, 1988). This will lead to a situation characterized by two equilibria: in the 
good equilibrium, credible governments will be able to borrow cheaply long term in local 
currency and will fulfill lenders’ expectations by maintaining low inflation; in the bad equi-
librium, however, noncredible governments will be required to pay a premium and will end 
up fulfilling lenders’ high inflation expectations. Faced with such a situation, a government 
characterized by low credibility can do better by borrowing either short term or in an indexed 
unit, be it inflation indexed or in foreign currency, because it will end up paying the same 
interest rate but without needing to resort to inflation. In other words, a risky form of debt 
(such as foreign currency or short-term debt) is a commitment mechanism that can solve 
the time inconsistency problem faced by governments with low credibility.9 Tirole (2003) 
focuses on the currency denomination of private debt and also highlights that risky debt 
may serve as a commitment device. Similarly, Alfaro and Kanczuk (2006) conduct a welfare 
analysis that suggests that, under certain conditions, risky debt is welfare improving, and 
nominal debt may not be sustainable in volatile emerging economies. An additional reason 
why foreign currency debt may be relatively cheap is that foreign currency debt instruments 
may be perceived as implicitly senior to local currency debt instruments, as defaults usually 
are associated with a highly depreciated real exchange rate, which increases the value of 
dollar claims relative to local currency claims (Chamon, 2001).

Summing up, when a government has low credibility in regard to inflation, short-term 
domestic currency debt often turns out to be a more feasible option than long-term domes-
tic currency debt. From the point of view of investors, it is reasonable to assume that the 
risk of an inflation outbreak is increasing over time, simply as a result of increasing uncer-
tainty. There is in fact a tendency for countries with lingering inflation fears to shorten the 
maturities on their debt instruments or to employ frequently adjustable interest rates. From 
the point of view of the government, there is also a tendency to prefer short tenors if the 
authorities expect inflation to stay low and credibility to increase gradually. In this type of 
situation, governments would not want to lock in high interest rates that incorporate high-
inflation fears in long-term instruments and would prefer instead to issue short-term debt 
until credibility improves and maturity can be lengthened at lower interest rates.

It is critical to note, however, that even if local currency borrowing at long maturities 
is indeed excessively costly for some of the reasons noted above, there are cases in which 
foreign currency borrowing still might not be a better alternative. The higher expected cost 
of long-term local currency debt may be worth paying in exchange for the insurance benefits 
it provides. The final decision will hinge, more generally, on the price that a sovereign is will-
ing to pay to increase debt quality and limit the risks of sovereign finance. 

This suggests a less benign view of why a government may choose not to issue long-term 
debt in the local currency. Even in the absence of distortions, a fair currency premium would 
typically incorporate the incidence of a possible sharp devaluation in the future—much in 
the same way as an insurance fee against sudden real exchange rate adjustments.10 Finding 

9 For a discussion of time inconsistency, see Box 9.2. 
10 This was particularly so in the past, when Latin America and the Caribbean was characterized by limited exchange 
rate flexibility.
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that the premium exactly compensates for currency risk, a forward-looking policymaker may 
opt for the safer local currency debt factor because of its insurance benefits. By contrast, 
a myopic policymaker who cares only about the present will disregard negative events that 
may materialize when he is no longer in office. If, as usual, the probability of a currency 
adjustment increases with the time horizon, such a policymaker will find the premium ex-
pensive relative to short-term risk and will opt for either foreign currency debt or short-term 
debt, which will command a lower premium but leave the next government exposed to the 
risk of sovereign finance. 

In addition, one should factor in the positive externalities of issuing domestic currency 
debt—an aspect ignored in the static cost-benefit framework discussed above—in terms of 
the development of a new market and the creation of an investor base for domestic currency 
instruments, which may flourish once credibility is finally built. In the presence of start-up 
costs, a sovereign may then decide to issue part of its debt in the domestic currency even if 
costs are excessive, simply to keep open the option of resorting to domestic currency bor-
rowing in the future. 

INFLATION INDEXATION

The above discussion has addressed the conventional view that governments with credibility 
problems face a trade-off between short-term domestic currency debt and long-term for-
eign currency debt. But neither time inconsistency nor asymmetric information necessarily 
implies that the only viable option is foreign-currency-denominated government debt. More 
precisely, the government may have another method for committing to low inflation: by issu-
ing local currency long-term bonds indexed to inflation. Indexed debt is not as safe as nomi-
nal debt, because a crisis that causes inflation to accelerate can undermine fiscal solvency, 
potentially with self-fulfilling implications. But inflation is a slowly moving variable, and from 
the sovereign’s point of view, inflation-indexed bonds are clearly safer than short-term local 
currency bonds or long-term foreign currency bonds because they reduce rollover risk and 
do not generate negative balance sheet effects in the presence of devaluation of the real 
exchange rate. It is therefore puzzling that Latin American countries (with the exception of 
Chile) have made such a limited use of price indexation in recent years.11 

There are three possible answers to this puzzle. The first has to do with negative 
past experience with indexation. In some countries, past indexation of financial contracts 
spilled over to the whole economy, generating a situation in which everything was indexed 
(including wages, pensions, and subsidies). Such a pervasive indexation system amplified 
inflationary cycles, as increases in prices led to rapid increases in wages, which would then 
immediately feed back to prices (Bernanke, 2005). As a consequence, the widespread con-
ventional wisdom was that it was best to steer clear of any form of indexation, although that 
view seems to have been reconsidered more recently.12

11 For a detailed discussion of Chile’s successful experience with CPI indexation, see Herrera and Valdés (2005).
12 This may explain why some countries made attempts to limit the use of CPI indexation and replace it with floating 
rate debt indexed to the short-term interest rate, which because of its lower duration increases the sensitivity of 
debt service to the monetary policy stance and, in particular, to episodes of financial distress much in the same way 
as short-term debt.  
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A second aspect that explains the unpopularity of price indexation has to do with the 
fact that, while more difficult to dilute than nominal long-term bonds, inflation-indexed 
bonds are easier to dilute than dollar-indexed bonds. To the extent that the price index is 
measured with a lag—or averaged over a longer period—it will not fully protect investors 
from an acceleration of the inflation rate, and hence it will not protect investors from hy-
perinflation. Whereas this could have been a problem in the early 1990s, when most Latin 
American countries were emerging from a period with recurrent hyperinflation episodes, it 
should be less of a problem in the current context, when most central banks in the region 
have made important gains in monetary credibility. 

A third, more practical reason has to do with the fact that inflation-indexed bonds may 
simply be too expensive given inflation expectations, an anomaly that may be related to 
a number of distortions. The premium may reflect the incipient nature of the markets for 
such bonds—associated with the lack of both trading volume and specialized traders—the 
mistrust of government-produced inflation statistics, or simply lack of familiarity with this 
new instrument. It should be clear that none of these reasons constitutes a fundamental 
objection to the use of inflation-indexed bonds; rather, they are transient obstacles to the 
use of such bonds that should be taken into account in the design of policies to promote 
them. The small-market problem is certainly transitory and can be mitigated with the help of 
international financial institutions, which can fund themselves using CPI-indexed bonds on 
the borrowing members’ currencies. Investors’ mistrust can also be attenuated by interna-
tional financial institutions, which can serve as auditors to increase the credibility of official 
statistics. In turn, the contractionary devaluations at the core of the implicit seniority prob-
lem should be gradually eliminated by dedollarization. It is thus not surprising that several 
Latin American countries have started to rely more on domestic debt indexed to prices as a 
mechanism for lengthening maturities while avoiding currency risk.13

 
OTHER SOURCES OF RISK

So far, the discussion in this chapter has focused on rollover and exchange rate risks. How-
ever, developing and Latin American and Caribbean countries are also subject to several 
other sources of risk. The most important ones are terms-of-trade shocks; catastrophic 
events (such as earthquakes and hurricanes), which can have a very high cost in poorly 
diversified small countries; and, more generally, high output volatility. 

A simple exercise can illustrate how different debt structures can affect the evolution of 
public debt in an economy that faces these different types of risk (details are provided in Box 
13.1). Consider the public finances of a government that faces uncertainty in regard to the 
key economic variables that determine its financial position, including interest rates, the ex-
change rate, and economic growth (which determines tax revenue and, indirectly, the fiscal 
surplus before interest payments). To be sure, the volatilities of each of these variables are 
not independent of one another, but this exercise ignores that complication. The government 
has choices in terms of the structure of its liabilities. For simplicity, these choices are limited 

13 Ize and Powell (2005) discuss the advantages of inflation indexation over dollarization in the case of the banking 
system.
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This exercise shows the distribution of prob-
able outcomes for the debt-to-GDP ratio 
under different assumptions about the debt 
structure. The government in this exercise 
starts from a fairly sound position: a debt-
to-GDP ratio of 45 percent (in the year 
2005, which is the start of the simulation 
period) and a projected fiscal balance over 
the next five years. This means that the pri-
mary surplus of the budget (ft) is projected 
to be equal to the expected interest cost. 
The simulation considers that the govern-
ment can use three different debt instru-
ments: foreign currency debt (with a share 
of sf and paying interest rate r f), domestic 
currency debt (s d and r d), and GDP-linked 
debt (sgdp and r gdp). 

The evolution of the debt-to-GDP ratio 
follows the standard equation:

where dt is the debt-to-GDP ratio, Δqt is the 
rate of depreciation of the exchange rate, 
and Δyt is the rate of growth of GDP. For sim-
plicity, the exercise assumes zero inflation. 

In the baseline case, the government 
issues only foreign-currency-denominated 
debt. By means of the simulation of 1,000 
stochastic series of Δyt, rt

d, rt
f, and Δqt, with 

means and standard deviations shown in the 
table at the top of the next column, Figure 
13.2 illustrates the range of likely debt-to-
GDP ratios for the period between 2005 and 
2010. The “fan” in the figure represents 
the range of values that have an 80 percent 

Box 13.1  How Debt Management Can Reduce Vulnerability: An Example

a This exercise is very similar in spirit to Celasun, 
Debrun, and Ostry (2006) and Ferrucci and Penal-
ver (2003).
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probability of occurrence. In other words, 
after the 20 percent of the simulations that 
yield the most extreme values for the debt-
to-GDP ratio are excluded, the remaining 
values span the fan in the figure.a 

The results are striking. When all the 
debt is denominated in foreign currency, 
debt can, with an 80 percent probability, 
reach values anywhere between 25 and 66 
percent of GDP in five years. With a debt 
composition which is 50 percent in foreign 
currency and 50 percent in domestic cur-

rency, the range of the fan tightens signifi-
cantly. With a debt composition that is equal 
parts of each of the three instruments, the 
fan closes even further, and now the 80 per-
cent confidence interval ranges only from 
41 to 52 percent of GDP. This simulation 
illustrates the potential gains from using 
instruments that provide implicit insurance 
against the volatility of the exchange rate 
and economic growth.
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to three instruments: a foreign-currency-denominated bond, a domestic-currency-denomi-
nated bond, and a bond whose payments are linked to the evolution of GDP. 

Figure 13.2 plots the probable evolution of a country’s debt-to-GDP ratio over time, after 
the government makes a choice regarding debt structure and the level of spending. The line 
in the center of the figure is the country’s projected debt-to-GDP ratio if there are no shocks 
to the economy. In this case, the debt-to-GDP ratio is projected to remain constant (at 0.45). 
But when economic uncertainty is considered, a “fan” of possible values for the debt-to-
GDP ratio opens up. The fan reflects the fact that in the face of uncertainty, the variance is 
larger at points more distant in the future. The figure shows the range of values of the debt-
to-GDP ratio that may be obtained with 
an 80 percent probability under various 
mixes of currency and indexation. When 
all of a country’s debt is denominated 
in foreign currency, the fan is the wid-
est. When the country’s debt structure 
is composed of foreign currency and 
domestic currency instruments in equal 
parts, the fan is less wide, and when its 
debt structure comprises equal parts 
of foreign-currency, domestic-currency, 
and GDP-linked instruments, the fan is 
even narrower. This illustrates how a 
government can reduce the variance 
of its debt ratio or, equivalently, how it 
can reduce the fiscal adjustment that 
would be necessary to preserve debt 
sustainability if a negative shock were 
to occur. 

This example assumes that the gov-
ernment can issue three different types 
of instruments at a cost that roughly re-
flects the expected return to investors. 
This is not always the case, because numerous factors—like the liquidity of the instrument 
and concerns that investors may have about possible capital controls, the manipulation of 
the exchange rate or economic statistics that determine the value of the asset—may affect 
the cost of instruments other than foreign-currency-denominated bonds issued in global 
markets. Further, in the case of innovative instruments, there is a “novelty” premium to be 
paid, as investors may prefer to stay away from less familiar assets unless the expected 
payoff is sufficiently rewarding. Debt management must balance these costs of more favor-
able instruments against the gains of a more resilient debt structure and protect the country 
against the need for costly fiscal adjustment in times of economic malaise.
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14 This is due to the combination of investors’ home 
bias (the fact that residents tend to invest more—or 
relatively more—in domestic assets) with what could 
be labeled the “home currency bias,” namely, the fact 
that the preference for local currency assets is higher 
among residents than among nonresidents. 

DOES IT MATTER WHERE TO 
ISSUE?

Another possible source of risk is the ju-
risdiction where bonds are issued. There 
are two ways in which the jurisdiction in 
which sovereign debt is issued could in-
fluence the risk of sovereign finance. The 
first relates to the fact that, for emerging 
markets, most financial assets are de-
nominated in the currency of the market in 
which they are issued, with only a few ex-
ceptions. If there are deep-seated reasons 
for this feature of global financial markets, 
such as perhaps the absence of deep mar-
kets for many emerging economies’ cur-
rencies in the major global markets, any 
dedollarization effort must involve primar-
ily the development of domestic markets, 
as has been mostly the case recently in 
Latin America.14

A second aspect relates to the dif-
ferential legal treatment that a sovereign 
may receive from local and international 
courts in the event of a debt restructur-
ing. Domestically issued sovereign debt 
may be thought of as a way of reducing 
overlending, under the assumption that, 
unlike in courts abroad, international lend-
ers cannot enforce any of their rights in 
domestic courts and will therefore be 
more reluctant to volunteer funds (Bulow, 
2002). Furthermore, if domestic courts are 
more amenable to a debt restructuring 
that is believed to improve the country’s 
welfare, they may take into account the 
social costs of debt service and legitimize 
a renegotiation under more favorable con-
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ditions than a judge in New York or London.15 While this may make domestic debt less risky 
than external debt from the perspective of the sovereign issuer, it will also make it more 
expensive. Figure 13.3 is consistent with the idea that issuing in international markets is 
marginally cheaper than issuing in domestic markets, but the difference is small and could 
be due to a variety of factors (like tax treatment, regulatory issues, and market segmenta-
tions) other than a difference in risk.16

CAN RISKS BE REDUCED?

Most discussion on the risks of sovereign finance has focused on the problems related to 
currency and maturity risks and on a possible trade-off between these two forms of risk. 
Countries can try to avoid having to make such a trade-off using forms of debt, such as infla-
tion-indexed long-term bonds or bonds indexed to real variables (like the GDP), that expand 
the efficiency frontier, but there are several reasons why countries still make only limited use 
of these (apparently superior) forms of financing. The next chapter will focus more specifi-
cally on policies aimed at removing the perceived obstacles to countries’ use of these forms 
of financing. 

15 Perhaps the main example comes from a developed country: the decision of the U.S. Supreme Court to uphold 
the government’s decision to nullify gold indexation clauses after the country abandoned the gold standard in 1933. 
One interpretation of this decision is that it offered a way of improving overall social welfare at the expense of a few 
sovereign debt holders (Kroszner, 2003).
16 Another difference is that domestically issued foreign currency debt is usually indexed to the foreign currency 
but payable in domestic currency, while foreign-issued debt is usually payable in foreign currency. This may be an 
important issue in the presence of capital controls or multiple exchange rates.





CHAPTER 14 
Lowering the Risks
of Sovereign Finance

A banker is a fellow who lends you his umbrella 
when the sun is shining and wants it back the 
minute it begins to rain. 

—Mark Twain (1835–1910)

NOWHERE HAS THE HISTORY of sovereign debt been more dramatic than in Latin Amer-
ica and the Caribbean, where dependence on often unpredictable international capital flows 
poses risks that have often resulted in financial and economic grief. The nineteenth century, 
starting from the immediate aftermath of the independence of the Latin American repub-
lics, was characterized by ambitious schemes of government borrowing for infrastructure 
development and other public projects. All too often these waves of borrowing culminated in 
market panics, debt crises, and sovereign defaults, notably in the 1830s, 1850s, 1870s, and 
1890s (and in the twentieth century as well, in the 1930s and the 1980s). These crises left 
Latin American and Caribbean countries shut out of international financial markets and often 
were highly disruptive to their economic development. From the very start, then, sovereign 
debt has been a mixed blessing for Latin America and the Caribbean.

The current phase of Latin American sovereign debt history started in the early 1990s, 
when the Brady exchanges converted external bank debt into bonds, established emerging 
market bonds as an asset class, and opened the door for the re-emergence of bond mar-
kets as a source of external finance. This marked a return to the first era of globalization 
of 1880–1914, when Latin American sovereign bonds were a major component of a thriving 
global market for financial instruments issued by emerging economies. The current phase is 
evolving: Brady bonds have been almost entirely retired well ahead of their maturity dates, 
and domestic debt markets have started to emerge as the venue of choice for sovereign 
finance. This shift in the composition of public debt has led some observers to conclude that 
Latin American countries are gradually reducing their vulnerabilities, on the grounds that  
foreign-currency-denominated external debt held by international investors is more sensi-
tive to global factors than domestically issued debt held by resident investors. 

More generally, current trends point to a steady enlargement of the menu of financing 
sources and instruments. With the acceptance by increasingly sophisticated investors of 
contingent provisions in bond covenants—of clauses indexing returns to a country’s rate of 
growth or the occurrence of a natural disaster, for example—it will become easier for pru-
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dent governments to manage higher levels of debt. That these higher levels apply to prudent 
governments should be emphasized, because the proliferation of instruments (derivative 
securities, for example) also increases the scope for things to go wrong. That said, the de-
velopment of new instruments opens opportunities for debt managers to achieve superior 
combinations of expected cost and risk for any given level of public debt, relative to what 
was available before. 

At the same time, the development and deepening of financial markets is also enhancing 
access to international financing by private borrowers from emerging economies, including 
those of Latin America. Traditionally, foreign borrowing was done by governments. During 
the early 1980s, more than two-thirds of the stock of all debt owed by Latin American and 
Caribbean countries to private international lenders was debt incurred by the public sector. 
By 1990, that share had risen to nearly 90 percent. (See Figure 14.1, which shows analo-
gous figures for East Asia for purposes of comparison.) But in recent years, private firms 
and banks have been drawing finance from international markets in record amounts. While 
domestic bond markets are still overwhelmingly dominated by public issuers, private sector 
issuers are beginning to gain access (see Chapter 7). There are visible signs, in other words, 
of the development of economically significant corporate bond markets, although the small 
size of many Latin American firms still limits their access to bond finance.

Policy analyses of public debt management in Latin America and the Caribbean should 
be placed in this context. The fact that a growing range of private sector entities are now 
able to access debt finance, both at home and abroad, implies a diminished need for public 
borrowing. The fact that others can borrow on domestic and foreign markets weakens the 
argument that the government must borrow for them, whether to finance investment in in-
frastructure and productive capacity or for the purpose of smoothing consumption spending 
across good and bad times.1 

This suggests that globalization and financial market development create two forces 
that influence the role of public debt, one expanding it, and the other reducing it. The avail-
ability of a wider range of instruments and a broader investor base increases the scope of 
the sovereign to borrow safely and finance its operations. Conversely, the private sector’s 
growing access to financial markets diminishes the traditional role of the state as interme-
diary for such financing. These two opposing tendencies operate with different degrees of 
intensity in different countries. Imagining the role of public debt in the twenty-first century 
therefore requires analyzing these dynamic forces and developments in individual countries 
in more detail. 

WHY DO SOVEREIGNS BORROW?

The history of debt crises in Latin America underscores the risks involved in sovereign bor-
rowing. Is government debt a threat to a country’s financial stability? Should governments 
therefore give up borrowing altogether, or limit their debt to such small amounts that any 
risk of financial instability is ruled out? A judicious answer to these questions should ac-

1 This statement is valid only if sudden stops have the same effect on private and sovereign borrowers. If sovereign 
borrowers have better access to finance in bad times (perhaps through lending by multilaterals), then there is still a 
role for sovereign borrowing in this regard.
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knowledge that the risks of sovereign 
borrowing should be balanced against the 
benefits, that is, the functions that govern-
ments fulfill and whose execution requires 
resorting to debt. Chapter 1 discussed 
three primary economic justifications for 
government borrowing: (1) to redistribute 
income from wealthier future generations 
to those currently alive, (2) to fund devel-
opment projects, and (3) to fund policies 
aimed at smoothing the effect of business 
cycles and other shocks. 

The first rationale for public borrow-
ing, borrowing for redistributive purposes, 
should be assessed within the framework 
of the political motivations for govern-
ment borrowing, discussed in Chapter 
9. The existence of shortsighted politi-
cians, together with the fact that future 
generations are not represented in the 
current decision-making process, creates 
a tendency toward excessive current con-
sumption and hence overborrowing. A 
case in point is social security systems, 
which often run deficits, taxing future 
generations to cover the shortfall created 
by the level of benefits provided to current 
recipients under the retirement system. 
Moreover, the progressive development 
of private insurance and annuity markets 
will eventually weaken the case for a gov-
ernment role in retirement benefits, or at 
least create the opportunity for alternative 
systems that do not involve the buildup of 
future public liabilities. At a minimum, the 
presence of such markets should help in 
evaluating the actuarial fairness of retire-
ment systems and the extent of redistribu-

tion from future to current generations that such systems involve. 
The second rationale, namely, development borrowing, seems self-evident. There can 

be little doubt that developing countries would benefit from an increase in investment in 
human and physical capital of such a magnitude that it cannot be financed entirely from cur-
rent taxes. Indeed, there is evidence that infrastructure bottlenecks are particularly serious 
in Latin America and the Caribbean (see Chapter 10). But does this justify public borrowing 
and spending? Although many infrastructure projects have a clear public-good content, the 
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private sector can now provide more of the investment needed to finance them.2 Indeed, 
the data indicate that private infrastructure projects have increased substantially over 
the last 20 years, although their growth has not fully offset the observed decline in public 
investment. This shortfall provides an immediate explanation for the persistence of infra-
structure bottlenecks.3 Another area in which the government should retain an important 
role is human capital investment. Here, there are problems that private capital markets are 
unlikely to solve. In practice, it simply is not possible, for example, for poor households, 
lacking negotiable collateral, to finance an education by borrowing against their offspring’s 
future earnings.4 

While the development of private capital markets has also weakened the argument for 
government spending to smooth the impact of business cycles and other shocks, the case 
remains strong. In downturns, households and firms experience reductions in the value of 
their tangible collateral, limiting their ability to borrow to smooth consumption and invest-
ment. Moreover, when contemplating whether to borrow, they have no reason to take into 
account the aggregate (macroeconomic) effects, which accrue to the country as a whole 
in the form of an externality. Large shocks, such as those associated with natural disasters 
and financial rescue operations, also require abrupt increases in government spending. Such 
increases cannot be financed out of current revenues; it is desirable to smooth over long 
periods the impact of such events on tax rates, which implies a prolonged period of public 
indebtedness. The problem here is that the credit risk premium on borrowed funds often 
rises sharply in bad times, precisely when the country is most in need of financing. The in-
crease may be sharpest on global markets, which is where it makes the most sense to seek 
financing during a domestic recession. Thus, instead of borrowing more during periods of 
weakness, emerging economies often must cope with a more limited and more costly sup-
ply of finance.5

2 Additionally, the proper discount rate for the public sector has long been the subject of debate, with some econo-
mists arguing that the government’s discount rate should be different from the market interest rate faced by private 
investors (Spackman, 2004, provides a recent survey of this literature). If the government’s discount rate is lower 
than the private rate, then the government should be willing to finance investment projects that the private sector 
is not willing to finance. However, this difference in discount rates does not necessarily require that the government 
borrow to finance investment projects that are not pursued by the private sector, as the government could achieve 
its desired investment plans by giving the private sector a subsidy which is equal to the difference between the two 
discount rates. 
3 There is in fact some evidence that public and private investment in infrastructure may be complements rather 
than substitutes: that there is a continuing role for the public sector in infrastructure investment that enhances the 
efficiency of and incentives for private sector infrastructure investment. Of course, this assumes that the govern-
ment is willing and able to invest in activities with high levels of social return. As discussed in Chapters 9 and 10, 
this is often not the case.
4 Of course, this does not say anything about whether the government should promote investment in human capital 
through subsidies or education loans or by directly financing public schools. For a discussion of these issues, see 
Shleifer (1998).
5 In contrast, advanced economies are only marginally affected by credit quality deterioration during cyclical down-
turns.
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SOVEREIGN DEBT IN THE TWENTY-FIRST CENTURY

The conclusion that emerges is that there are still legitimate reasons for governments to 
borrow, although imperfections in political systems and financial markets pose the risk that 
the recourse to sovereign debt may be used poorly or unduly restricted. To limit the vulner-
abilities that result from sovereign debt and maximize its economic value, policy should be 
directed at three targets:

• Setting essential controls on the flow of debt. This implies creating a fiscal policy 
framework that ensures that debt stays within sustainable levels. 

• Appropriately managing the inherited stock of debt. This involves using a combina-
tion of debt instruments to minimize vulnerability to a debt crisis and to lessen the 
constraints imposed by debt on monetary and fiscal policies while keeping the cost of 
debt service at acceptable levels.

• Improving the international financial environment in which these decisions occur. 
This entails reforms to the global financial environment to make sovereign borrowing 
safer.

CONTROLLING THE FLOW OF DEBT

What can countries do to better manage the ongoing process of debt accumulation? Do-
mestic reform should start with measures to ensure that governments borrow for the right 
reasons (i.e., for tax smoothing, high-return infrastructure investment, or socially desirable 
intergenerational redistribution, as described above). In contrast, borrowing on an ongoing 
basis to, inter alia, pay the salaries of redundant civil servants is not sound practice. 

Political motivations and electoral considerations can distort borrowing decisions, how-
ever, as discussed in Chapter 9. Political and procedural reforms and greater fiscal transpar-
ency can help to limit problems associated with such distortions. A large empirical literature 
now shows that more centralized fiscal procedures that leave less autonomy to spending 
ministries are conducive to better fiscal outcomes. Federal fiscal systems that limit vertical 
fiscal transfers from the central government to subnational governments similarly limit the 
scope for the latter to spend now and demand additional transfers from the center later. 
Finally, political systems that produce majority governments or stable coalitions not prone 
to excessive turnover encourage politicians to adopt reasonably long horizons when making 
fiscal decisions. 

A mechanism for ensuring that debt policies are not distorted by political influences is 
to rely on fiscal rules that impose limits on unwarranted use of fiscal expansions. The most 
common fiscal rules are automatic stabilizers and fiscal targets. Automatic stabilizers are 
taxes and transfers that adjust over the business cycle. Progressive income taxes are a 
good example: income tax revenues are higher when incomes are higher. Automatic stabi-
lizers have a number of advantages over discretionary tax changes. For one, symmetrical 
automatic stabilizers do not give rise to a deficit bias. Symmetry implies that the increase 
in revenues relative to expenditures during expansions is more or less equal to the reduc-
tion in revenues relative to expenditures during contractions. In contrast, the temptation to 
raise spending during bad times may not be matched by the desire or ability to cut it in good 
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times when countercyclical stabilization is undertaken on a discretionary basis. Of course 
automatic stabilizers can be used only by countries that can access resources during bad 
times. In order to do this, countries need either to have continuous access to the interna-
tional capital markets or to accumulate resources in a stabilization fund. 

Fiscal targets, including legally mandated balanced budgets and deficit caps, are in-
cluded in some of the fiscal responsibility laws that have been adopted in many Latin Ameri-
can countries over the past decade, and they figure prominently in Europe’s Stability and 
Growth Pact. These fiscal policy rules differ in the measure of fiscal performance that they 
involve, in whether they involve a strict ceiling or simply a target, and in their provisions in 
case targets are missed or special circumstances arise. The range of performance indicators 
includes the budget deficit, debt levels, and public spending at various levels of government. 
Some of the rules allow for margins around the target or for time averaging to provide an 
opportunity to make up for shortfalls, and many allow for departures in case of international 
crisis or natural disasters. At the same time, the laws provide for stiff financial or judicial 
sanctions for noncompliance (see Kopits, 2001).

To be sure, there are also costs associated with such measures. Rules are rigid; such is 
their nature. Under extreme circumstances, such as an unusually severe recession, a finan-
cial crisis or a natural disaster, it may be desirable for stabilization purposes to cut taxes or 
increase public debt by more than would be appropriate in a typical downturn. Some rules 
do include “escape clauses” to provide for such contingencies. But this may raise problems 
of its own. Politicians inclined to use public spending to advance their re-election prospects 
will be tempted to cite an unanticipated contingency justifying a discretionary increase in 
spending whenever an election approaches. This problem can be ameliorated by assigning 
responsibility for declaring the existence of a relevant contingency to an independent, ex-
trapolitical body but, in practice, it is difficult to do this. Nevertheless, rules can be designed 
to be more responsive to current economic conditions. In this regard, the Chilean rule, de-
scribed in detail in Box 9.3, is a step forward because it targets a structural measure which 
adjusts the actual budget balance for the state of the economy and the price of copper, a 
mineral export that contributes substantially to the country’s fiscal position. Similarly, the 
Brazilian fiscal responsibility law sets limits on debt accumulation and contingent liabilities 
with some well-defined escape clauses related to the state of the economy (see Box 9.4).

A further problem is that a major component of debt accumulation is the result of 
contingent liabilities (or “skeletons”) and balance sheet effects that are not recorded in the 
traditional measure of the fiscal deficit that is the subject of the pertinent fiscal policy rule 
(see Chapter 3). One way around this problem may be to set a ceiling on public debt rather 
than on the government’s deficit. However, contingent liabilities can derive from unfunded 
obligations of the sovereign (such as unfunded pension obligations), implicit obligations for 
servicing the debts of subnational governments, and implicit responsibility for the liabilities 
of public enterprises, banks, etc. This means that it may be difficult for a government to 
ignore these liabilities even if there is no room to accommodate them if the debt rule is re-
spected. And it may be equally hard to impose a rule on the volume of contingent liabilities. 
The magnitude of these contingent liabilities tends to be difficult to estimate—this is their 
nature, since they are contingent, after all. In this regard, enhancing the transparency of fis-
cal policy and making the budget as comprehensive as possible, which is desirable under all 
circumstances, can be especially valuable. Special interests pushing for bailouts with narrow 
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benefits but widely dispersed social costs will find it more difficult to do so when fiscal poli-
cies are formulated in the light of day and additional expenditures cannot be easily hidden as 
off-budget activities. Transparency will generally strengthen the operation of market forces, 
whereby interest rates and credit ratings will more accurately provide an assessment of fis-
cal sustainability. More intense market discipline will in turn put pressure on authorities to 
refrain from creating too many skeletons. 

Rules-based institutions can also help countries manage volatile revenue flows result-
ing from commodity exports, either through taxation or by direct ownership of the natural 
resource. Commodity stabilization funds have in fact been widely used for some time in Latin 
America and the Caribbean (Engel and Meller, 1993). The idea is to save resources in good 
times and use them in bad times, which is a sound principle. However, actual experience 
with stabilization funds has not been entirely happy. Many stabilization funds have been ex-
propriated (in other words, their rules were changed and their assets spent prematurely, and 
they ended up stabilizing very little). Moreover, even when a stabilization fund is working as 
envisaged, the government can go on a spending binge involving the central budget during a 
commodity price bonanza, in effect offsetting the savings accumulated by the stabilization 
fund. This is a problem not with the concept of stabilization funds per se, but with the design 
of many stabilization funds that have been implemented in the past, and with the broader 
fiscal institutional framework within which they operate (see Box 14.1).

MANAGING THE STOCK OF DEBT 

Even when countries have good policies in place to control deficits, management of inherited 
stocks of debt poses several challenges. High economic volatility and low policy credibility 
are often more serious issues in Latin American and Caribbean economies than in other 
emerging markets, let alone advanced economies (see IDB, 1995). The volatility of funda-
mentals (GDP, terms of trade, exchange rates, tax revenues) in the region has been linked 
to factors ranging from limited diversification of the economy to a narrow tax base. Partly 
as a result, political processes in Latin America and the Caribbean tend to be less effective 
and transparent, detracting from the credibility of economic policies and the confidence of 
resident and international investors.6 Latin American and Caribbean countries are often es-
pecially dependent on foreign borrowing, but volatility and a tendency toward investor panic 
makes access to foreign markets unreliable. The implication is that maintaining reasonably 
low public deficits is not enough to eliminate the possibility of a debt crisis.7 Creating a debt 
structure that makes public finances less vulnerable to shocks is also essential in the Latin 
American and Caribbean context.

Gaining credibility requires creating and enhancing the perception that public debt is not 
a liability to be serviced in good times and restructured in bad times, but rather an obligation 
that will be serviced under all reasonable circumstances. Budgetary reform that raises the 
likelihood that a country’s debt will be limited to prudent levels can enhance this percep-

6 The effectiveness of the policymaking processes was analyzed in depth by IDB (2005a).
7 After all, Chapter 3 shows that recorded deficits explain only 5 percent of the variance in debt growth in Latin 
America and the Caribbean.



 260 CHAPTER 14 

tion. So too can the creation of a domestic investor class that holds the government’s debt 
and is likely to be less prone to herding than international investors. Such an investor group 
could also become a strong political constituency in favor of responsible fiscal policies and 
dependable debt service. 

Using Contingent Contracts

Even with the strongest willingness to honor debts, the probability that an extreme ad-
verse shock will tip the balance toward renegotiation would still be greater in an emerging 
economy. This is where well-designed debt management policies can improve the trade-off 

The first problem with the design of past 
stabilization funds is that they were imple-
mented as saving rules and not spending 
rules. From the theoretical point of view, 
a saving rule is exactly the same as an ex-
penditure rule. However, in practice they 
are not the same, because with saving rules 
politicians will have a greater temptation to 
spend the resources saved in stabilization 
funds (this is the appropriability problem). 
If a country has a large proportion of its 
GDP saved in an account for stabilization, 
the temptation to spend those funds is ex-
tremely large, and if the law prevents politi-
cians from using the money accumulated in 
the fund, it can be offered as collateral for 
new borrowing. Alternatively, the law can 
be reinterpreted to allow withdrawal of the 
resources, or the executive can declare a 
state of emergency, allowing it to reassign 
the funds. In the end, if there is too much 
saved, some of it will be withdrawn. 

Substituting expenditure rules for saving 
rules can address part of the appropriability 
problem. Consider the following example:  
assume that there is a target for fiscal rev-
enue of $10 billion, and the actual income 
is $11 billion. The saving rule would require  

$1 billion to be placed in the stabilization 
fund. The government could follow the law 
and put $1 billion in the fund, then put it up 
as collateral to borrow an extra billion dol-
lars and use that to increase expenditure to 
$11 billion. The letter of the law is respected 
(because the law does not say anything 
about the government’s ability to borrow), 
but its spirit is not respected, because there 
has been no net saving. On the other hand, 
an expenditure rule would have said that 
the government could spend only $10 bil-
lion. If congress then decides to increase 
expenditures, it will have to explain why it is 
violating a law. This is why it is much harder 
to appropriate under expenditure rules than 
under saving rules. Expenditure rules attack 
the source of misbehavior directly. Indeed, 
stabilization funds based on expenditure 
rules can be consistent with fiscal respon-
sibility laws, while saving rules have to be 
changed yearly in order to achieve this. Of 
course, both saving and expenditure rules 
can be violated, but stabilization funds de-
fined as saving rules are easier to breach.a

The next problem that stabilization funds 
have to deal with is the issue of governabil-
ity. Most of the time, if a country has several 

Box 14.1  Making Stabilization Funds Work
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between the risk of debt crises and the cost of sovereign finance. As highlighted in Chapter 
13, the structure of public debt contributes to the burden the debt imposes as importantly as 
the level of debt itself. In Latin America, in particular, that structure is often biased towards 
foreign-currency-denominated instruments. In this case, a real exchange rate adjustment 
has a powerful impact on the most widely used indicator of sustainability, the debt-to-GDP 
ratio, and in most cases on actual measures of how burdensome debt service is. But a 
number of other factors, such as commodity prices and other real shocks, or exogenous 
contagion and panics, can also turn debt sustainability indicators around very quickly (see 
Chapter 12).

a Of course, the rule could also be broken in less 
transparent ways, such as through the assumption 
of contingent liabilities, like credit guarantees, 
through the stabilization fund. 

Source: Based on Rigobón (2006).

sources of fiscal risk, it tends to adopt one 
stabilization fund for each source of risk 
(the funds are created sequentially, and 
each new law does not change the existing 
ones). From a practical point of view, having 
several funds to achieve the same objective 
is inefficient, and the funds become unman-
ageable. 

A third problem with the design of sta-
bilization funds is the way in which fund 
resources are invested. The financial instru-
ment that provides the best stabilization is 
one in which the returns to the asset are 
negatively correlated with the fiscal shocks 
faced by the country, but almost all stabili-
zation funds invest their resources in short-
term treasury bonds issued by the United 
States or other advanced economies. The 
objective of this investment strategy is to 
maximize the liquidity of the stabilization 
fund. The problem is that these financial 
instruments have a very limited correla-
tion with the risk against which the country 
needs to be insured. Consider, for instance, 
an oil importer that wants to insure itself 
against a sudden increase in the price of oil. 
Wouldn’t a fund invested in stocks of oil-
producing companies be better than a fund 

invested in U.S. treasuries? The latter have 
no correlation (or a limited correlation) with 
the price of oil; the former tend to do poorly 
when oil prices are low (i.e., when the coun-
try does not need the money) and do well 
when the price of oil is high (i.e., when the 
country needs the money). Consider instead 
an oil producer that wants to insure itself 
against a sudden drop in the price of oil. An 
ideal investment strategy would be to invest 
in securities traded on the Japanese stock 
market, which tends to move in the opposite 
direction with respect to the price of oil, 
delivering high returns when the price of oil 
is low (i.e., when the oil-producing country 
needs resources) and low returns when the 
price of oil is high (i.e., when the oil-produc-
ing country does not need extra resources). 
Clearly, these are just rough examples; the 
point is that countries can do better than 
holding their stabilization funds in short-
term government paper issued by advanced 
economies.
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This creates an argument for introducing into debt contracts contingencies with equity-
like features that allow for more efficient sharing of this volatility.8 These would be instru-
ments that offer lower payoffs during bad times and higher payoffs during good times, which 
should make them safer for investors and would afford governments the opportunity to 
manage their fiscal policy stance better over the business cycle. Interest payments can be 
indexed to commodity prices, the terms of trade, or the rate of growth of GDP. While index-
ing to the price of a commodity has been the traditional recommendation—and still makes 
the most sense in some cases—emerging economies are diversifying, and a debt contract 
indexed to the country’s growth rate is likely to be applicable to a broader set of countries 
nowadays (see Anderson, Gilbert, and Powell, 1989; Borensztein and Mauro, 2004; Caballero 
and Panageas, 2006; Hausmann and Rigobón, 2003; and Eichengreen and Hausmann, 2005, 
for discussion of different forms of indexed debt). Under such a contract, when commodity 
prices drop or growth rates slow, the burden of debt servicing on the government will de-
cline, as investors will share part of that debt-servicing burden with the government.9 Chap-
ter 13 illustrated how making use of such provisions can reduce the volatility of a country’s 
debt-to-GDP ratio and effectively reduce the probability of a debt crisis. The opportunities 
for sovereigns to make use of a broader set of debt instruments have increased significantly 
in recent years, as noted above.

Another option is to obtain contingent coverage directly from international financial mar-
kets, through the use of derivative contracts. An example would be the case of a commodity 
producer subject to fiscal shocks due to fluctuating commodity prices. Such a country can 
reduce uncertainty by using futures, forwards, and options markets for the commodity. In 
practice, however, there are problems with this approach. First, many futures and options 
markets lack depth and liquidity and therefore offer only limited scope for insurance. The lack 
of markets is more acute in respect to events such as fluctuations in tourism revenue, hur-
ricanes, and other natural disasters. Fortunately, financial market innovation is increasing the 
scope for using this type of market coverage as insurance, as in the case of the recent opera-
tion by Mexico securing earthquake insurance for three at-risk geographical areas (see Box 
14.2). Second, contracts aimed at isolating countries from external shocks are likely to be very 
large and complicated and may present significant demands in terms of management, and it 
may be difficult to allow traders sufficient leeway to operate in the markets while ensuring 
that their trades and risk taking are aligned with the objectives of the government. 

Finally, obtaining some form of market insurance, either through derivative contracts or 
through indexed debt, must also surmount a more fundamental obstacle. By its very nature, 
any such device implies a cost that must be paid during good times. This is analogous to 
paying an insurance premium and takes the form of losses in a futures or option contract 
or high coupon payments on debt. As these contracts are relatively complex, such losses 
can be easily misunderstood and become politically costly. This creates little incentive for 
politicians to enter into large-scale contracts of this type, especially for myopic politicians, 
considering that the cost is likely to be paid up front but the payoff from the insurance may 
accrue only years later. 

8 For a general treatment on the benefits of contingent contracts, see Shiller (2003).
9 In the limit, indexation of the principal to GDP or terms of trade can automatically stabilize the debt-to-GDP or the 
debt-to-export ratio.
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Currency-Maturity Trade-Offs

Another trade-off that often arises in the context of dedollarization of sovereign debt (that 
is, the shift from foreign- to local-currency-denominated instruments) is between currency 
and rollover risk. Debt denominated in local currency is often placed at short tenors, largely 
because of steep currency premiums—the result of lingering fears of inflation, which has 
long been a concern in Latin America—that make long-term local currency borrowing exces-
sively costly (see Chapter 13). Furthermore, when credibility can be regained only gradually, 
governments should avoid locking in high risk premiums in long-term bonds. If the menu 
is limited to long-term, fixed rate foreign currency debt and short-term domestic currency 
debt, it makes sense for the issuer to maintain a diversified portfolio. Fixed rate foreign cur-
rency debt insulates the issuer from sharp fluctuations in interest rates on local currency 
instruments, while short-term domestic liabilities protect the issuer against a sharp increase 
in the debt burden when the domestic currency depreciates. Inflation-indexed instruments 

In May 2006, Mexico placed a new financial 
instrument that provides the country with 
compensation in the case of an earthquake 
in three at-risk areas of the country’s Pacific 
coast and around Mexico City. This is the 
first “catastrophe bond” placed by a Latin 
American country and is expected to be the 
first step in the Mexican government’s plan 
to secure insurance against natural disas-
ters, including hurricanes.

The operation comprises two instru-
ments: a straight “parametric” insurance, 
under which Mexico will receive payments 
if an earthquake of a certain magnitude hits 
the prescribed regions over the next three 
years, and two catastrophe bonds whose 
principal will be written off if such a disas-
ter occurs. The total face value of the two 
bonds is $160 million which, when added 
to the monetary compensation provided by 
the insurance contracts, totals $450 million 
in compensation ($150 million contingent 
on occurrence of an earthquake in each 

region). The cost to Mexico also has two 
parts: an annual spread of 230 basis points 
on the catastrophe bonds, and the direct 
insurance premium of about $14 million. 

An operation of this type illustrates 
the economic advantages of using market 
insurance to obtain protection from poten-
tial shocks—in this case, natural disasters. 
Market insurance is more cost effective than 
the alternative of “self-insurance.” It is also 
an instrument less subject to manipulation 
or distortions by the political system. The 
importance of these issues should not be un-
derestimated. Even this fairly modest initia-
tive is reported to have taken almost three 
years to structure, largely because of the 
intricacy of the budgetary approval process. 
It is noteworthy that obtaining the insurance 
as part of a bond offering may be simpler 
because the public debt management of-
fices generally have broad authority to issue 
debt instruments, and interest payments do 
not require specific budgetary allowances. 

Box 14.2  Mexico’s Catastrophe Bond
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provide an alternative that can help improve the terms of this trade-off. It may be possible to 
issue long-term inflation-indexed instruments at moderate cost, as investors are protected 
from the risk of unexpected inflation. But governments may have been wearied by past 
experiences in which financial indexation spearheaded widespread indexation of wages, 
pensions, subsidies, and so on and created a situation of stubborn inflation and inflexibility 
of relative prices. Still, some countries have been successful in using indexed financial instru-
ments widely without perceptibly worsening inflation persistence. 

Since recent experience has pointed to currency fluctuations as an important source of 
vulnerability, Latin American governments have reacted by favoring local currency debt over 
dollar debt.10 But trading one risk for another (in this case, currency risk for rollover risk) is 
not a panacea. If the next shock to the region’s economy is a rise in local currency funding 
costs rather than a fall in exchange rates, concentrating exposure on the maturity side may 
prove not to have been a prudent bet. A large investor base for debt that is denominated in 
the domestic currency at fixed nominal rates and reasonably long maturities does not yet 
exist. Interestingly, it would appear that foreign investors are more interested in these types 
of instruments, as such investors are less troubled by a history of inflation (see Chapter 7). 
But at the same time, these investors may be highly sensitive to changes in credit quality 
or less favorable prospects in short-term returns, which means that market access may be 
unreliable for Latin American sovereigns.

This suggests that eliminating (or decreasing) the existing trade-off between currency 
and maturity will also require the development of liquid, well-functioning bond markets for 
domestic currency instruments that are underpinned by a stable investor base. Domestic 
institutional investors, such as pension funds, are increasingly forming the core of such an 
investor base in many countries. By the nature of their liabilities to beneficiaries—and also as 
a result of direct regulation—pension funds are naturally stable, dedicated investors in do-
mestic bond markets. As policies and institutions in the countries of the region gain credibil-
ity and inflation fears continue to recede, the core investor base will grow broader. A better 
debt structure will, in fact, make the policy framework in these countries sounder and itself 
contribute to gains in credibility on price and exchange rate stability. Thus, the strategy for 
gaining access to long-term, fixed rate, high-credit-quality, domestic-currency-denominated 
debt should be based on these two elements: improving credibility through sound policies 
and developing local bond markets. 

Managing Rollover Risk

Even when countries are in a sound position in terms of debt sustainability, they may face 
liquidity problems. Countries need to roll over maturing debt and cover their annual financ-
ing needs, and this can become virtually impossible in the event of a sudden stop in global 
financial markets. Moreover, a liquidity crisis can trigger more fundamental insolvency 
problems by causing a large exchange rate depreciation, a recession, and/or bank failures. 
When debt is denominated in foreign currency, only the accumulation of a large stock of 
international reserves can protect a country from potential liquidity crises. In recent years, 
emerging economies, especially those in Asia, have accumulated vast international reserves 

10 Yet foreign currency debt still represents about half of sovereign obligations in the region (see Chapter 2).
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(Figure 14.2). The accumulation of reserves 
in Latin America has been one of the least 
extensive in all of the regions, but still 
significant. While in some cases, notably 
Middle Eastern oil exporters, the level 
of reserves goes well beyond what may 
seem necessary from a financial stability 
standpoint, for many emerging economies 
the main purpose of accumulating interna-
tional reserves is crisis prevention. 

But the accumulation of international 
reserves is expensive. Reserves are held in 
safe liquid assets so that they can be mo-
bilized when there is a need to intervene 
in the foreign exchange market, either to 
avoid wide fluctuations in the exchange 
rate under disorderly market conditions 
or simply to smooth out the effect of tem-
porary shocks. But safe and liquid assets 
such as U.S. Treasury bonds carry low 
interest rates. For emerging markets, the 
spread of their own debt over the yield 
on U.S. treasury bonds can be significant. 
Self-insurance thus entails a “cost of carry” 
that the government has to pay in excess 
of the return on liquid foreign assets to finance the purchase of excess reserves, namely, 
the sovereign risk premium, which for most Latin American countries—as opposed to Asian 
countries—tends to be large.11 

Self-insurance is, by its own nature, an inefficient strategy. Any car driver would recog-
nize the efficiency of buying a car insurance policy instead of saving and stashing away mil-
lions of dollars for possible liability claims before owning a car. Essentially along these lines, 
some authors have proposed ways of improving on this self-insurance strategy, for example, 
by investing reserves in assets that are negatively correlated with country risk (as opposed 
to high-grade foreign currency assets) or, in the case of commodity exporters, through the 
use of derivatives (Caballero and Panageas, 2005, 2006; Rigobón, 2006). This is a sound 
strategy assuming that there exist assets or commodity derivatives with a reliable correla-
tion with country risk and a sufficiently liquid market. A number of obstacles may have to 
be overcome to implement such a strategy, however, including the already noted political 
cost of paying the insurance fee (in this case, the derivative losses when the economy is in 
a good state). But the case for this strategy is easier to make in countries where the volume 

Figure 14.2 
International Reserves 
(percentage of GDP)

Source: IMF, International Financial Statistics database.
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11 Note that in some cases, notably China, reserve accumulation has been financed largely by issuing domestic cur-
rency (a non-interest-bearing debt). This massive increase in money has not had any inflationary consequences thanks 
to the high growth rates of the economy and the increasing monetization resulting from the transformation of the 
economy into a modern, market-based system. In this case, the cost of reserve accumulation is not obviously high.
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of reserves amply exceeds what may be needed purely for the purpose of ensuring stability 
in the foreign exchange market.12

Self-insurance through the accumulation of reserves has a further drawback. Any read-
ily available pool of public resources is subject to political capture. In other words, reserves 
could be spent before the “rainy day.” This has been highlighted in the literature on stabiliza-
tion funds but applies more generally to any type of public savings. 

An alternative strategy would be to obtain liquidity insurance from the private financial 
markets, for example, in the form of credit lines that can be activated if there is an incipient 
sudden stop, as measured by an increase in spreads or some other variable. In fact, such 
credit lines were implemented for a handful of countries, including Mexico and Argentina 
(see IMF, 1998). Private liquidity insurance, however, faces some serious challenges. In par-
ticular, private lenders want to reduce their exposure when conditions deteriorate and can 
effectively undo in other markets the loans that are activated through the liquidity insurance 
agreement.

REFORMING THE INTERNATIONAL FINANCIAL ARCHITECTURE

The financial crises of the 1990s resulted, at least in part, from market imperfections that led 
to “herd” behavior by investors, contagion, and panics resulting in self-fulfilling liquidity runs 
(Calvo, 2005b). This suggests a role for the international community, and the international 
financial institutions (IFIs) in particular, in implementing initiatives to limit the consequences 
of instability in international financial markets. Efforts in this direction gained momentum 
after the Asian and Russian crises of 1997–1998 and continue to evolve as the global financial 
system continues to pose challenges.

The traditional role of the IFIs has been to provide financial and policy support when a 
country facing a currency or financial crisis requests it. But it is clear that the best way of 
minimizing the costs of crises is to avoid them in the first place. While this depends on pru-
dent fiscal policies on the part of the countries themselves, the IFIs’ role is to help minimize 
the risks that arise from global financial markets, mainly rollover and contagion risks. In ad-
dition, the IFIs have been working to eliminate major obstacles that emerge in connection 
with the resolution of debt crisis events. 

Rollover Risk

To strengthen crisis prevention, the international community needs to implement plans to 
prevent or mitigate sudden hard currency liquidity shortages. Credit facilities to prevent 
liquidity runs that can turn into debt crises are referred to as country insurance facilities.13 
A country insurance facility would consist of a liquidity window that lends in the short term 
to eligible countries at predetermined interest rates—in much the same way as the central 

12 Summers (2006) suggests that reserves exceeding the requirements of the Guidotti-Greenspan rule (stating that 
reserves should be enough to cover one year of capital account liabilities) should be invested in stocks rather than 
advanced economies’ treasury bills. 
13 A precedent in this regard is the Contingent Credit Line (CCL) facility that the IMF implemented in 1999. Design 
problems made this facility unattractive to potential users, and it was finally deactivated in 2003 without ever having 
been requested by a member country. On this, see IMF (2003b).
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bank, acting as lender of last resort, lends to domestic financial institutions. Since rollover 
risk (that is, uncertainty about access to sources of finance) is the main aspect driving li-
quidity runs, the availability of liquidity with certainty is a strong deterrent to the start of a 
self-fulfilling run.

Although facilities of this type have been recognized to be the best response to liquidity 
and contagion risks,14 there are also some implementation difficulties that must be worked 
out. A commonly voiced concern is the potential for moral hazard. This concern relates to 
the possibility that a government could adopt risky policies with high short-term political 
rewards once it has secured a country insurance line. Indeed, moral hazard is an issue that 
comes up in relation to any insurance contract. As with private insurance, there are also 
mechanisms for dealing with moral hazard issues in the case of countries. The facility can 
avoid moral hazard by applying appropriate eligibility conditions, based on triggers that are 
exogenous to the assisted country (such as international interest rates or natural disasters), 
or a policy prequalification condition. The latter condition could determine the volume of re-
sources to which a country has access based on consistent and transparent indicators of the 
soundness of the country’s policies. An alternative mechanism would be the requirement of 
a commitment by countries not to borrow in international markets at above a predetermined 
spread, which would put an early stop to risky “borrow and spend” runs (Cohen and Portes, 
2006). Eligibility rules may also face problems related to the governance of institutions man-
aging the credit facility (Powell and Arozamena, 2003). For example, a declaration by the in-
stitution which is providing insurance that a country has become ineligible (perhaps because 
of a deterioration of fundamentals) may lead to a market run and precipitate a crisis. 

As a partial response to the liquidity risk, some emerging economies have started to 
develop regional country insurance schemes. These typically take the form of regional swap 
agreements under which participating countries can borrow from other members on short 
notice for limited periods of time. These agreements include the North American Swap 
Agreement (NAWA), the Chiang Mai Initiative (CMI), and the Latin American Reserve Fund 
(FLAR, after its Spanish name, Fondo Latinoamericano de Reservas). NAWA, set up in April 
1994 among Canada, Mexico, and the United States, provides 90-day renewable collateral-
ized loans. CMI, launched in May 2000 by the 10 members of the Association of Southeast 
Asian Nations (ASEAN) plus China, Japan, and Korea, involves bilateral currency swap ar-
rangements.15 FLAR originated in 1978 as the Andean Reserve Fund (FAR) and was expanded 
to include all interested Latin American countries (with the name changing to FLAR) in 1988. 
Currently, FLAR includes six countries (Bolivia, Colombia, Costa Rica, Ecuador, Peru, and 
Venezuela) and has a size (as measured by the capital subscribed by its members) of $2.1 
billion. 

While these arrangements are close in spirit to a multilateral country insurance facility, 
in that they offer immediate access to short-term liquidity while avoiding the hedging prob-
lems that may arise with private insurers, their effectiveness is hampered by their limited 
(albeit growing) size and, in the Latin American case, by the absence of a large country with 

14 See, among others, Fischer (1999), Jeanne and Zettelmeyer (2001), Ostry and Zettelmeyer (2005), Cordella and Levy 
Yeyati (2006a), and Rajan (2006). A new proposal along these lines has been recently endorsed by the IMF (2006a).
15 While currency swaps among ASEAN countries date back to 1977, they have rarely been used due to their small 
volumes.  
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reliable access to dollar liquidity in the arrangement—a factor that severely reduces the 
scope to leverage central bank resources without raising borrowing costs and, as a result, 
the size of available credit lines.

These problems notwithstanding, there seems to be scope for regional insurance in 
Latin America, potentially leveraging the liquidity support that could be provided by a country 
insurance facility. FLAR has been able to leverage its capital to some extent by funding itself 
in international markets at interest rates below those of the participating countries (Figure 
14.3). This implies that this regional arrangement entails a lower insurance cost relative to 
what member countries would have to pay individually. A similar effect is observed in the 
rates paid by the Andean Financial Corporation (CAF, for Corporación Andina de Fomento), 
a regional development bank, which suggests that there may be efficiency gains associated 
with this type of arrangement, stemming from risk pooling or from the perception that these 
facilities enjoy a preferred creditor status.16

Absent large creditor countries, the IFIs could have a potentially important supporting 
role in such arrangements by guaranteeing, under certain conditions, the debt placed by the 
multilateral insurance fund or even contributing resources to the pool (Cordella and Levy 
Yeyati, 2006b).17 This could significantly leverage the size of the fund at a reasonably low 
cost, while keeping the intended countercyclical pattern of IFI lending. In other words, the 
IFIs would shift from making loans to offering guarantees in good times when alternative 
sources of finance are abundant, and back to making loans in recessions when funds be-
come scarce (given that the insurance fund has already been built up). Alternatively, the IFIs 
could go further to provide a global arrangement along the lines of the existing multilateral 
insurance schemes, which would be superior to a group of regional ones, because liquidity 
shocks tend to be regionally correlated, because neighboring economies are subject to simi-
lar risks, because neighboring economies trade with one another, and because contagion 
tends to have strong regional links.

Risk of Contagion

Contagion has escalated individual emerging market crises to regional or even global events 
in several past episodes (Chapter 5). While a well-implemented and fully credible country 
insurance mechanism could eliminate contagion episodes, regulators and supervisors could 
also play a role by putting in place mechanisms to limit the damage caused by disorderly 
markets. In many domestic exchanges, rules such as circuit breakers that suspend trading 
temporarily when price fluctuations become too large have been implemented to help pre-
vent market failures from developing into full-fledged crises. There is no equivalent mecha-
nism in the global market for sovereign debt.

16 It has to be noted, however, that CAF also benefits from high capitalization and a broader membership that in-
cludes investment grade countries like Mexico and Chile, as well as an advanced economy, Spain.
17 Large creditor countries like Japan and China in the CMI, or the United States and Canada in NAWA, enhance the 
coverage provided by those arrangements in two ways: (1) contributing to diversification of liquidity shocks (which 
tend to display a low correlation between developing and developed countries) and (2) lending their creditworthiness 
to the developing members, strengthening the capacity to borrow countercyclically from outside the region in the 
case of a regional shock (thus reducing the need to keep a liquid reserve pool) or, alternatively, lowering the cost of 
holding reserves ex ante. The IFIs could play essentially this second role.
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Although it may not be feasible for 
an international institution to act as a 
global regulator, there are proposals 
that could provide circuit-breaker-type 
benefits to limit contagion effects. For 
example, Calvo (2005b) proposes the 
creation of an Emerging Market Fund 
(EMF) aimed at stabilizing an emerg-
ing market index, such as the JPMor-
gan Emerging Markets Bond Index Plus 
(EMBI+). The fund would be endowed 
with G3 debt instruments and, in the 
event of a disturbance, could limit con-
tagion by making a credible commit-
ment to buy bonds from the emerging 
markets that are not at the center of the 
crisis. The EMF could thus slow down or 
even stop a generalized collapse in the 
asset class, preventing fire sales from 
sending the wrong signal to investors. 
According to Calvo, the fund would not 
try to fight trends but only intervene in 
special circumstances. Action could be 
triggered only by a financial meltdown, 
defined as a drop in the index of more 
than a certain percentage relative to a moving average. If the initial drop reflected a change 
in fundamentals and prices did not recover from the initial drop, the moving average would 
decline over time, and the EMF would sell its emerging market bonds and revert to holding 
only G3 bonds. The same thing would happen if the intervention was successful and prices 
recovered to the precrisis level. In both cases, the EMF would have negligible holdings of 
emerging market bonds in tranquil times. Calvo shows that creating such a fund would re-
quire less than 1 percent of the public debt of G3 countries and could even be profitable, 
as long as the majority of the crises were indeed due to contagion and not deterioration of 
fundamentals.18 

Crisis Resolution

Even in the best-planned system, train wrecks sometimes happen. When sovereign debt 
crises occur, there are no well-established procedures for restructuring debts and restoring 

Figure 14.3 
Multilateral Insurance: Fondo Latinoamericano  
de Reservas and Latin American Spreads
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18 One criticism of this proposed EMF is that while it could limit moral hazard from the borrower’s point of view (by 
focusing on the asset class rather than an individual country), it might create moral hazard for investors, insofar as 
it slows down the adjustment of bond prices. In recent crises, contagion has been less important than in the previ-
ous ones, and by its own design, the EMF could deal only with contagion; hence it would not help with crises that 
affected just one country. In the absence of contagion, however, the EMF would be useless but also harmless. 
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financial normalcy.19 Restructuring typically occurs through a bond exchange offer in which 
new bonds are exchanged for the existing debt. Because exchanges are voluntary, there 
is always a fraction of bondholders that do not accept the offer. The value of the claims 
of these holdout investors creates legal uncertainty and litigation. Consequently there has 
been considerable debate over proposals to establish a statutory mechanism to adjudicate 
defaulted claims, such as the Sovereign Debt Restructuring Mechanism (SDRM) proposed 
by the IMF. 

While there has been disagreement in the international community regarding the de-
sirability of an SDRM, there is consensus on the desirability of a more modest initiative to 
include collective action clauses (CACs) in bond covenants (see Eichengreen and Portes, 
1995). CACs provide for changes in the payment terms of a bond if a supermajority of 
bondholders—usually 75 percent—accept the changes. This automatically solves holdout 
problems by binding in dissidents. CACs have become commonplace in emerging markets’ 
global bond issues since Mexico pioneered them in 2003. Recent CACs have also included 
“aggregation” clauses that permit a supermajority of bondholders—typically 85 percent—to 
restructure all outstanding bonds and binding the minority to accept the write-down. This 
solves the problem that the simple version of a CAC applies only bond by bond, and many 
sovereigns have issued tens, or even hundreds, of bonds. 

While CACs have become standard in new bond contracts, older bonds still in circula-
tion do not include them. In most cases, it will take many years for the stock of outstanding 
bonds to mature and be replaced by new instruments containing CACs and aggregation 
clauses. This means that holdout uncertainty will not disappear quickly. The lack of collective 
action created by holdouts has not been a major impediment to recent sovereign restructur-
ing operations, although a large mass of holdout claims remain unresolved, and the outcome 
of ongoing litigation and possible new legal strategies by holdouts may change the situation 
again (see Sturzenegger and Zettelmeyer, 2005b). 

New Financial Instruments

The international community can help to improve debt management by supporting the de-
velopment of new markets and new instruments to allow countries to minimize the risks 
of sovereign borrowing, keep the costs of borrowing at moderate levels, and improve the 
cyclical timing of fiscal policy.

Developing Local Currency Bond Markets

There is broad consensus that it is desirable for the universe of debt instruments issued by a 
government to include a significant share of domestic currency debt. As noted above, Latin 
American countries have started to change the structure of their debt in response to this 
recognition. 

The IFIs could accelerate this process by helping to increase the scope of available local 
currency instruments at home and abroad. One option is for them to enlist their own mar-

19 As crisis resolution is not the main topic of this report, this section is necessarily short; for a more comprehensive 
treatment, see Roubini and Setser (2004) and Ghosal and Miller (2003a, 2003b).
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ket liabilities. Already the multilaterals have begun issuing bonds denominated in emerging 
economies’ currencies, although often the objective has been mainly to minimize their own 
borrowing costs. (Box 14.3 comments on the experience of the IDB in this regard.) 

By borrowing in local currencies, the IFIs could also support the development of markets 
for such instruments. One of the main factors limiting a country’s ability to issue external 
debt in its own currency is the small size of the market. While the largest Latin American 
economies, Brazil and Mexico, for example, may not be seriously affected, the currencies 
of many emerging markets are considered “exotic” and carry substantial liquidity premiums 
(Eichengreen, Hausmann, and Panizza, 2005a). An ambitious proposal along these lines is 
to create a synthetic unit of account that pools currency risk from a large and diversified 
group of emerging economies, and to have the international financial community take steps 
to develop liquidity in this unit (see Eichengreen and Hausmann, 2005).20 

Some observers have noted the influence of sovereign (credit) risk in the underdevelop-
ment of local currency markets and have pointed to the IFIs’ bonds in exotic currencies as a 
way to decouple sovereign risk from currency risk. This is implicit in the previous proposal, 
where the IFIs are seen as the first issuers of bonds in a basket of currencies. But it is even 
more critical for resident (particularly institutional) investors, who are more naturally inclined 
to invest in their home currencies but may shy away from domestic assets for fear of default. 
Absent an international market in their domestic currencies, the offshoring that character-
izes many non-investment-grade Latin American countries may lead to the dollarization of 
domestic savings for reasons unrelated to currency risk. It follows that IFI bonds in domestic 
currencies may find their main investor base among residents.

Contingent Bonds

Debt sustainability and risk sharing can be enhanced by instruments with equity-like fea-
tures, which provide for lower payments in the event of adverse shocks like natural disas-
ters, recessions, and commodity price busts, but these markets are grossly underdeveloped. 
To be sure, creating a market in such securities poses a number of challenges. New, original 
instruments may have shallow markets initially and command an illiquidity premium. Design-
ing a new type of instrument is costly, creating a first-mover problem. 

Markets in such instruments do not spring up spontaneously. Someone has to sink the 
costs of designing the new instrument, and someone has to be the first to issue in a non-
existent or illiquid market. In the past, official intervention has been instrumental in the de-
velopment of pathbreaking financial instruments, such as the market for mortgage-backed 
securities in the United States. In the case of contingent bonds, the international community 
can provide technical assistance on instrument design and expected pricing. In the case of 
GDP-linked debt, for example, the international community could strengthen the quality and 
reliability of statistics by various means, enhancing their credibility for investors. As in the 

20 The plan has four steps: (1) development of a basket of inflation-indexed currencies of emerging markets (the “EM 
index”); (2) issuance by multilateral development banks of debt denominated in the EM index, to fund lending in the 
same exotic currencies; (3) having G10 sovereigns do the same, issuing a portion of their debt in this index and then 
swapping a portion of their currency exposure with the countries whose currencies are represented in the EM index; 
and (4) encouraging institutional investors and mutual funds to create products that add credit risk to the index.
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Over the last few years, the IDB has contrib-
uted to the expansion of domestic currency 
bond markets by issuing its own debt in the 
currencies of the member countries. In April 
2004, the IDB became the first institutional 
issuer to launch a global bond denominated 
in Mexican pesos, offering a new asset class 
for domestic and international investors. 
This was the first international bond issue 
made available in the domestic capital 
market under the new financial regulatory 
framework adopted by Mexico in 2003 and 
the first AAA bond issued in the Mexican 
capital market. Since this first issue, the IDB 
has issued 18 other bonds in the currencies 
of Latin American countries, raising a total 
of approximately 1.3 billion. While most of 
the issues tapped the Mexican peso market 
(for a total of more than US$900 million), 
the bank has also issued bonds denominated 
in Brazilian reais, Chilean pesos, and Colom-
bian pesos.

The IDB’s issues in domestic currencies 
may serve two purposes. First, they may 
provide funding that can be used for local 
currency loans to its member countries, 
which is a sensible option for many projects 
whose revenues are not at all related to 
the exchange rate. Second, given its prime 
borrower rating, the IDB expands the range 
of available credit risks in local currencies, 
in both domestic and international markets. 
This can help attract more investors to local 
currency instruments and develop a bench-
mark yield curve, which is valuable for 
pricing and giving liquidity to instruments 
issued by a range of borrowers. 

Of particular interest is the potential 
use of local currency bonds to finance local 
currency lending. As the IDB cannot take 
on currency risk, it cannot “create” local 
currency lending but must simply act as a 
financial intermediary. It has two options 
for doing so: borrowing from savers in local 
currency and on-lending the proceeds, or 
borrowing in a foreign currency, lending in 
local currency, and hedging the exchange 
rate risk. 

The effects of local currency financing 
on the aggregate level of available credit 
and distribution of currency mismatches 
throughout an economy are complex and 
will depend on 

1. how IDB intermediation in the local cur-
rency markets (for debt and derivatives) 
affects the currency composition of the 
domestic supply of credit in the country;

2. how IDB intermediation in the local 
currency markets affects the allocation 
of local currency debt across firms and 
government;

3. how substituting intermediation in local 
currency markets for intermediation in 
foreign currency markets affects the 
total (domestic and foreign) supply of 
credit available to the country. 

In the best case, the IDB could fund it-
self in a way that increases the willingness 
of savers to lend more in local currency or 
take on local currency risk and contributes 
to assigning available local currency credit 
where it is most needed in a way that re-

Box 14.3  Latin American Currency Bonds by the IDB
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duces balance sheet currency mismatches, 
all without reducing the total supply of 
credit available to the country. In the worst 
case, the IDB would tap into the existing 
supply of local currency debt, favoring its 
clients but crowding out other borrowers. 
If these other borrowers, in turn, are more 
currency mismatched than the IDB clients, 
this might render the entire operation coun-
terproductive, as aggregate vulnerability to 
exchange rate shocks will increase. 

IDB (2005a) suggests that the positive 
effects of its participation in local currency 
markets are likely to dominate the nega-
tive ones. In particular, the IDB suggests 
that as its assets are default risk free, they 
will lead to increased saving by domestic 
residents. Since domestic residents hold a 
portion of their savings in local currency, 
this will translate into an expansion of 
local currency savings, supporting local 
currency debt. This effect will be largest in 
countries with the highest default risk. Fur-
thermore, domestic residents may replace 
foreign assets in their portfolios with IDB 
local currency bonds, generating a capital 
inflow that reverses previous capital flight. 
In particular, pension funds may choose 
to shift from foreign-currency-denominated 
AAA assets to local currency AAA assets. 
This shift in the currency composition of 
domestic savings will have a positive effect 
on the aggregate supply of local currency 
credit. The reduction in the risk associated 
with local currency assets may also increase 
the demand for these assets by foreigners 

(who may have previously been reluctant 
to lend in domestic currencies because 
they were bundled with default risk). IDB 
local currency instruments may also play 
an indirect role in increasing the supply of 
local currency financing by fostering the 
development of domestic financial markets. 
Furthermore, in those countries with low 
monetary credibility, issues indexed to infla-
tion linked to a consumer price index certi-
fied by a credible institution could benefit 
the local bond market.

On the negative side, an expansion in 
the supply of local currency credit in a par-
ticular country may result in a contraction 
in the supply of dollar credit to the extent 
that the traditional funding sources of the 
IDB (foreign international investors) are 
not tapped and remain inaccessible to that 
country. Countries with easy access to for-
eign savings will not experience measurable 
negative effects on dollar credit supply and 
in fact may actually benefit from tapping 
increased domestic onshore dollar savings. 
Countries with difficult access to foreign 
savings, however, may lose the allocation 
ensured by the traditional IDB intermedia-
tion through dollar lending and end up with 
less total credit available. 

Sources: IDB Finance Department, and IDB 
(2005a).
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case of collective action clauses, the international community could help in the drafting of a 
model contract and resolve legal uncertainties (for example, questions about the legal stand-
ing of a GDP warrant relative to other sovereign instruments). It could provide guidance on 
the drafting of GDP link clauses to ensure the reliability and integrity of their application.21

A more ambitious idea would be for some of the international financial institutions to 
become the first issuers of an instrument of this type and sow the seeds of a market that 
countries themselves could tap later. The risk could be unloaded by swapping this instru-
ment with the beneficiary country, although it can be argued that the international financial 
institutions already carry an equity-type risk in regard to their member countries, because 
the institutions will need to help these countries if the countries suffer an adverse shock. 
Alternatively, an international financial institution could issue a bond on an index of real 
variables of several countries, in a form analogous to the currency basket referred to above. 
In the same vein, the IFIs could guarantee contingent instruments, or at least the part of the 
instruments that is contingent. This might be seen as a subsidy to spur innovation in the 
market by compensating for novelty premiums, setup costs, and concerns about manipula-
tion of certain indices (see Anderson, Gilbert, and Powell, 1989). 

FINAL REMARKS

While it is trivially true that pushing the region’s debt to zero would eliminate Latin America’s 
vulnerability to debt crisis, this is neither feasible in the short run nor economically desirable. 
The central conclusion of this report is that, more than the level, it is the structure, namely 
the quality, of the debt issued by Latin American and Caribbean countries, and the inherent 
volatility of their economies, that makes the region prone to crises. While the specific design 
and parameters of a debt management strategy for the region’s countries would differ from 
case to case, some general principles are valid. Latin American and Caribbean countries 
should continue to shift their debt structures away from foreign-currency-denominated debt 
and into debt denominated in domestic currency. However, there are trade-offs that need 
to be considered carefully as they advance in this process. In particular, to avoid locking in 
excessive interest costs, countries sometimes need to issue instruments with very short 
maturities. Otherwise, vulnerability to a debt crisis—or to an inflationary outburst—will not 
disappear but only change its nature. The development of sound domestic bond markets, 
based on a core set of institutional investors and the use of inflation-linked instruments, 
can help improve the terms of this critical trade-off. Foreign currency debt will maintain 
a share in each country’s liabilities both because of the need to tap foreign investors and 
because the structure of revenues in the country may be partly related to foreign currency 
and thus make it advisable from a risk management perspective. Countries should explore 
more aggressively the use of contingent debt as a mechanism for obtaining insurance from 
foreign investors against adverse shocks such as recessions, commodity price collapses, 
and natural disasters. 

21 The United Nations Department of Economic and Social Affairs (UNDESA) and the United Nations Development 
Programme (UNDP) are sponsoring a working group that is making progress in this direction. See http://www.un.org/
esa/ffd/GDP-indexed%20Bonds.
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Debt management is crucial in the volatile Latin American environment, but limiting the 
risks of sovereign finance also demands gaining the markets’ (and their citizens’) trust in the 
institutional and policymaking framework. In particular, the flow of new debt, namely, budget 
deficits, must be controlled to ensure both that the ability to borrow is not abused by the 
political leadership and that fiscal policy does not worsen economic fluctuations. Although 
design problems have impaired some experiences, fiscal rules and stabilization funds con-
tinue to be ideal mechanisms for underpinning a sound approach to fiscal deficit controls.

The current relatively benign global environment is partly due to better policies and 
safer debt management, but it heightens the risk that the international community will be-
come complacent and needed initiatives will be postponed. Tranquil times are the best for 
discussing and introducing new initiatives aimed at reducing the vulnerabilities that still lurk 
in the global financial system. 

In recent years, the international community has focused on the process of resolution 
of debt defaults, and progress is being made in this area, with the widespread introduction 
of collective action clauses in debt contracts. But progress has not been made in the area 
of crisis prevention, and available instruments were designed in a pre-financial-globalization 
era. In this area, the IFIs could contribute a great deal by designing workable credit facilities 
to prevent liquidity runs and self-fulfilling market panics and by supporting in various ways 
reserve-pooling arrangements by emerging market economies. The IFIs also have an impor-
tant new role to play as facilitators of reforms aimed at limiting the risk of sovereign finance. 
The IFIs can promote the development of markets for local currency instruments and new 
contingent debt instruments in various ways. They can provide assistance with the design 
of those instruments, and they can help to overcome the externalities and start-up costs of 
new markets and attract new investors. Finally, the IFIs can change the nature of their own 
loans to member countries by offering a wide menu of domestic currency loans and contin-
gent facilities and thus contribute to the dedollarization process.





APPENDIX 

Public Debt in Latin America
and the Caribbean: 
Country Profiles

THIS APPENDIX PRESENTS debt profiles for 26 Latin American and Caribbean countries. 
The methodology used to collect the data is summarized in Box 2.2 and described in greater 
detail in Cowan et al. (2006). It is important to note that, during 2004–2006, several countries 
in the region experienced real appreciation and robust GDP growth, and this allowed them to 
reduce their debt ratios to implement policies aimed at improving their debt profiles. These 
recent changes are not reflected in this appendix, which uses data up to 2004. The analy-
sis stops at that point for two reasons. First, while it is possible to find more recent data, 
these more recent data could not be made comparable using the methodology described in 
Box 2.2. Second, while historical debt statistics are extremely hard to collect, more recent 
data can easily be found in publications of the multilaterals (such as IMF Article IV agree-
ments) and of major investment banks or commercial providers of economic data (such as 
the Economist Intelligence Unit). The data used in this appendix are available at www.iadb.
org/res/pub_desc.cfm?pub_id=DBA-007.

ARGENTINA

In the mid-1980s Argentina accumulated substantial external debt, mostly in the form of 
international bank loans, but with a large official (both bilateral and multilateral) component 
(Figure A.1). In 1989 there was a sharp increase in the external debt-to-GDP ratio (from 32 
percent of GDP in 1988 to 53 percent in 1989) which was due not to an increase in the dollar 
value of debt, but to a deep economic crisis and real devaluation, which reduced the dollar 
value of GDP by 35 percent.1 Subsequently, the Brady swap led to a reduction in debt held 
by foreign banks and a switch toward sovereign bond issuances (foreign bonds went from 1 
percent of GDP in 1992 to 13 percent of GDP in 1993, and foreign bank loans dropped from 
9 percent of GDP to less than 1 percent of GDP). From the mid-1990s, the country’s external 
debt increased gradually until the economic crisis and devaluation of 2001, which reduced 
the dollar value of GDP by 62 percent and led to a sudden jump in the external debt-to-GDP 
ratio from 30 to 82 percent of GDP. 

The early 1990s witnessed a gradual decline in the total debt-to-GDP ratio in Argen-
tina. As external debt was either constant or increasing during this period, this decline was 

1 In 1988 Argentina defaulted on foreign bank loans and hence was not making payments on these loans (it exited 
from default in 1993).
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entirely the result of lower domestic 
debt. At the beginning of the 1990s, 
the country’s debt was evenly distrib-
uted between domestic and foreign 
holders, but by 1994, 72 percent of 
Argentina’s public debt was external. 
During the 1994–2001 period the in-
crease in Argentina’s debt was gradual 
and mostly financed by foreign-cur-
rency-denominated domestic debt.2 
The crisis of 2001 led to a sudden 
jump in the debt-to-GDP ratio (which 
went from 54 percent in 2001 to 135 
percent in 2002). This increase in the 
debt-to-GDP ratio was partly due to 
the large real devaluation resulting 
from the crisis, but it was also due to 
the costs of rescuing the country’s fi-
nancial system and to bonds issued to 
retire some of the debt issued by pro-
vincial governments. The bank rescue 
operations and the “pesification” of 
foreign currency debt held by domes-
tic institutions and individuals led to a 
reduction in the share of foreign cur-
rency debt to 70 percent of total debt 
(30 percent of domestic debt) from a 
peak of 90 percent in 1997 (68 percent 
of domestic debt) (Figure A.2). In Janu-
ary 2006, Argentina was able to repay 
all of its debt to the IMF for the first 
time since 1982. 

In Argentina, local governments 
issue a substantial amount of debt. 
Subnational debt (issued mostly by 
the provinces but also by the City of 
Buenos Aires) grew from 4 to 6 per-
cent of GDP over the 1996–2000 pe-
riod and then jumped to 10 percent of 
GDP over the 2000–2002 period; most 

2 Data on currency composition for domestic debt 
are available from 1997.

19
90

19
91

19
92

19
93

19
94

19
95

19
96

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

0

20

40

60

80

100

120

140

160

Figure A.2 Argentina 
Structure of Government Debt
(percentage of GDP)

Domestic debt Domestic debt   
(inflation indexed) (foreign currency) 

Domestic debt Total external debt  
(local currency)

Total domestic debt

Source: Authors’ calculations based on Cowan et al. (2006).
Note: Data for currency composition of domestic debt avail-
able from 1997 on. 

20,000

0

40,000

60,000

80,000

100,000

120,000

19
80

19
81

19
82

19
83

19
84

19
85

19
86

19
87

19
88

19
89

19
90

19
91

19
93

19
94

19
95

19
96

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

19
92

Figure A.1 Argentina 
External Government Debt by Creditor Type
(US$ million)

Banks Bilaterals

Bonds Other multilaterals

IMF

Source: Authors’ calculations based on Cowan et al. (2006).



 PUBLIC DEBT IN LATIN AMERICA AND THE CARIBBEAN: COUNTRY PROFILES 279

of this debt was denominated in foreign currency.3 Over the 2002–2004 period the central 
government assumed a large amount of subnational debt by issuing “Bonos Garantizados” 
(Bogar) for an amount close to 6 percent of GDP. This led to a substantial reduction in sub-
national debt, which by 2004 had fallen back to 6 percent of GDP. 

Methodological issues. The main source of data for Argentina is the ministry of the 
economy, which does not, however, separate domestic from foreign bank debt. As a conse-
quence, domestic bank debt was obtained by subtracting the foreign bank debt reported by 
the World Bank’s Global Development Finance (GDF) from total bank debt reported by the 
ministry of the economy. As the ministry of the economy classifies data on marketable debt 
by the holder’s place of residence, it was necessary to reclassify this information in order to 
match the methodology described in Cowan et al. (2006).

THE BAHAMAS

The Bahamas has moderate levels of public debt even though public debt grew at a fast pace 
over 2000–2003 (Figure A.3) and total public debt is much higher than central government 
debt (the debt of public enter-
prises is above 10 percent of GDP, 
leading to a level of debt in the 
general government of close to 50 
percent of GDP). Traditionally, The 
Bahamas has had a debt structure 
similar to that of industrial coun-
tries, with almost all debt issued 
domestically and denominated in 
domestic currency. However, over 
2002–2003 external central gov-
ernment debt more than doubled 
(this was partly compensated for 
by a reduction in the external debt 
of state-owned enterprises). 

BARBADOS

Barbados has levels of debt which 
are above the Latin America and 
Caribbean averages. Public debt 
grew very rapidly over the 1980–
1994 period, then decreased 
somewhat in the second half of 
the 1990s, but started growing 
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3 These figures do not include debt owed to the central government (mostly through the Fondo Fiduciario para el 
Desarrollo Provincial, FFDF), which in 2002 reached a peak of 11 percent of GDP and in 2004 still stood at 9.5 percent 
of GDP. 
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again in 1999 (Figure A.4). On 
the positive side, about three-
quarters of the country’s total 
public debt is domestic and de-
nominated in domestic currency, 
and this makes Barbados much 
less vulnerable to a possible debt 
crisis than countries with similar 
levels of debt but a larger share of 
external debt and debt denomi-
nated in foreign currency.

BELIZE

Belize’s external debt increased 
steadily in the first half of the 1980s 
(from 25 percent of GDP in 1980 to 
50 percent in 1985) and then de-
creased over the 1985–1993 pe-
riod from 50 percent of GDP to 30 
percent of GDP (Figure A.5). Until 
the late 1990s most of Belize’s 
external debt was held by official 
creditors (with a large share of bi-
lateral debt), but starting in 2000, 
international bank loans became 
increasingly important, and they 
now account for more than 50 
percent of the country’s external 
debt (they represented only 7 per-
cent of its external debt in 1995). 
This increase in foreign bank debt 
coincided with an explosion in 
Belize’s debt-to-GDP ratio, which 
went from around 60 percent in 
2000 to more than 95 percent in 
2004. Data for domestic debt are 
available from 1994 (there are no 
data on the currency composi-
tion of domestic debt). Domestic 
debt did not change much during 
the period for which data are 
available (ranging from 10 to 13 
percent of GDP), and its share in 
total debt dropped substantially 
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over the 1994–2004 period. Following the methodology discussed in Cowan et al. (2006), 
the data in Figure A.5 do not include debt issued by the Development Finance Corporation,  
a state-owned development bank which issues a large amount of debt and is considered by 
the IMF to be a drain on the country’s public finances (IMF, 2004a).4

BOLIVIA 

Bolivia has had a high debt-to-GDP ratio and has benefited from debt relief initiatives. The 
country’s external debt grew through most of the 1980s, from 53 percent of GDP to a peak 
of 107 percent in 1987. This increase was mostly financed through bilateral official lending, 
which rose from 19 percent of GDP in 1980 to 56 percent in 1987. Multilateral official lending 
has also become increasingly important for Bolivia, and its share increased from 18 percent 
of GDP in 1985 to 46 percent of 
GDP in 2004 (Figure A.6). Bilateral 
debt gradually declined beginning 
in 1999, with relief provided under 
the Heavily Indebted Poor Coun-
tries (HIPC) Initiative. This decline, 
however, was offset by the in-
crease observed in both multilat-
eral external debt and domestic 
debt. The latter experienced a par-
ticularly sharp rise, from 1 percent 
of GDP in 1994 to 23.3 percent in 
2004, mostly coinciding with the 
marked deterioration in public fi-
nances in the period 1999–2003. 
More recently, Bolivia’s total public 
debt decreased substantially, from 
76.4 percent of GDP in 2004 to an 
estimated 50.8 percent of GDP 
in 2006, principally as a result of 
major debt relief initiatives (HIPC, 
Enhanced HIPC, and the Multilat-
eral Debt Relief Initiative [MDRI]). 
As in several other countries with 
a large share of concessional debt, 
reported public debt overstates 
the level of indebtedness when measured in net present value (NPV). In NPV terms, Bolivia’s 
total public debt declined from 57.7 percent of GDP in 2004 to an estimated 32.3 percent in 
2006. Most of the country’s domestic debt is denominated in foreign currency, although in 

4 Belize is making a substantial effort to decrease its debt level. Fiscal tightening measures were adopted in 2005. 
One of the central pieces in Belize’s debt reduction strategy is the winding down and closure of the Development 
Finance Corporation.
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recent years local-currency-indexed debt (tied to the Unidad de Fomento de Vivienda infla-
tion index) has been issued. Bolivia’s central bank reserve position has been increasing (net 
international reserves as of the end of July 2006 were approximately US$2.6 billion, or 136 
percent higher than in 2004). If Bolivia’s total public debt net of international reserves were 
used in the calculation, it would lower the nominal debt-to-GDP ratio to an estimated 27 
percent at the end of 2006.

Methodological issues. The data for multilateral and bilateral debt were obtained from 
GDF and the Central Bank of Bolivia. The data for foreign bank and marketable debt were 
obtained from GDF. 

BRAZIL 

In the early 1980s Brazil’s external debt averaged 25 percent of GDP, but in 1982 it jumped to 
41 percent of GDP, and it reached 49 percent of GDP in 1984. Starting in 1984, the country’s 
external debt-to-GDP-ratio decreased steadily until 1997 (due to a growing GDP and a con-
stant dollar value of external debt), when total external debt reached 15 percent of GDP 
(Brazil was in default between 1983 and 1994), and then started increasing again, reaching 

a peak of 32 percent of GDP in 2003 
(but decreasing to 25 percent of GDP 
in 2004). 

Until 1993, most of Brazil’s external 
debt was owed to international banks 
(over the 1980–1993 period foreign 
bank loans represented 70 percent of 
total external debt). The Brady swap led 
to a sudden increase in bond financing, 
and bond debt now represents more 
than 15 percent of GDP and about 55 
percent of external debt (Figure A.7). 
IMF financing became increasingly im-
portant over the 1990–2004 period and 
reached 16 percent of GDP in 2004 
(all of Brazil’s IMF debt was repaid in 
2006).

The reduction in external debt doc-
umented above was accompanied by a 
net increase in domestic debt (which 
went from 22 percent of GDP in 1994 to 
55 percent of GDP in 2004). As a con-
sequence, Brazil’s total debt increased 
substantially over the 1994–2001 pe-

riod (from about 40 percent of GDP to about 80 percent of GDP). The country’s domestic 
debt is mainly denominated in domestic currency (however, there were significant issuances 
indexed to foreign currencies during 1999–2001). In the late 1990s there was an increase 
in the proportion of the country’s domestic debt indexed to foreign currency or to prices 
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(Figure A.8), but then this component of 
debt showed a net decrease between 
2001 and 2004. A large share of Brazil’s 
debt is floating rate debt (this is local 
currency debt indexed to the overnight 
interest rate) (Figure A.9). The amount 
of this debt, however, decreased in late 
2005 and early 2006, reducing the vul-
nerability of the Brazilian debt structure 
(over the 2000–2006 period the share 
of fixed rate debt rose from 9.5 to 28 
percent of total domestic debt, and 
the share of debt indexed to inflation 
increased from 6 to 20.5 percent of total 
domestic debt). 

Methodological issues. The data 
for Brazil used in this report tend to 
differ from the data reported by offi-
cial sources because Brazil focuses on 
net rather than gross debt. One major 
source of difference is the treatment of 
state and local governments. These gov-
ernments have issued large amounts of 
bonded debt over the years and were 
bailed out several times by the central 
government (in 1989, 1993, and 1997). 
As a consequence, state and local gov-
ernments now have a large debt to the 
federal government. In official statistics, 
this debt is reported as subnational 
debt and netted out from the federal 
government debt. In this report, sub-
national debt is included in the federal 
government debt and not reported as 
debt of the subnationals. In fact, under 
the definition of subnational debt used 
in this report, state and local govern-
ment debt went from 9 percent of GDP 
in 1992 to 4.5 percent of GDP in 1997 
and then remained below 1 percent of 
GDP for most of the 2000–2004 period. 
Official figures, in contrast, show higher 
and increasing (close to 20 percent of 
GDP in 2003) levels of net subnational 
debt. When one considers total debt 
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(federal plus state and local), however, 
the debt figures used in this report are 
similar to official statistics. 

As Brazil focuses on net debt, the 
composition of the debt was available 
only for net debt, and hence it was nec-
essary to assume that the composition 
of gross debt was the same as that of 
net debt. 

The netting strategy used in this 
report differs substantially from the 
netting strategy used by the Brazilian 
authorities (for more details see Box 
2.3). Figure A.10 compares the data 
used here with the official figures re-
ported by Brazil’s central bank. All data 
refer to the nonfinancial public sector 
(i.e., excluding the central bank). In 
spite of not being identical, the two 
data sets yield similar figures for gross 
public debt (in fact, in both cases the 
average value of the debt-to-GDP ratio 
over the 1998–2004 period was exactly 
67 percent of GDP). However, there are 
large differences for the net debt fig-
ures. In particular, the netting strategy 
used in this report would yield much 

higher levels of net debt. Focusing on Net Debt 2 (see Chapter 2 for details), this report finds 
that the average debt-to-GDP ratio over the 1998–2004 period was 61 percent, while official 
figures suggest an average debt-to-GDP ratio of approximately 50 percent.

CHILE 

Chile’s external debt increased steadily during the early 1980s, reaching 44 percent of GDP in 
1986. This increase was mainly accounted for by higher debt due to credit from multilateral 
institutions (which went from 1 percent of GDP in 1980 to 12 percent in 1986) and foreign 
bank loans (which went from 3 percent of GDP in 1980 to 22 percent in 1986) (Figure A.11).5 
The dollar value of external debt stopped increasing in the late 1980s and, thanks to eco-
nomic growth, the external debt-to-GDP ratio started decreasing, reaching a minimum of 
3 percent of GDP in 1998 (over the 1987–1997 period, debt owed to foreign banks declined 
from 18 percent of GDP to less than 1 percent of GDP, and official debt decreased from 23 
percent of GDP to less than 3 percent of GDP). The dollar value of external debt increased 

5 In 1984 approximately 37 percent of Chile’s total external debt was owed to official creditors; by 1993 this share 
had increased to 70 percent. Chile was in default between 1983 and 1990.

Figure A.10 Brazil 
Gross and Net Public Debt: 
CLYPS Data versus Central Bank Data
(percentage of GDP)

Gross debt Gross debt (official   
(CLYPS data set) Brazilian data)

Net debt Net debt   
(CLYPS data set) (official Brazilian data)

Source: Authors’ calculations based on Cowan et al. (2006) 
and Central Bank of Brazil.
Note: CLYPS = Cowan, Levy Yeyati, Panizza, and Sturzeneg-
ger (2006).
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over the 2001–2004 period but, thanks to 
rapid GDP growth, the external debt-to-
GDP ratio remained well below 10 per-
cent. In 2004 external debt was 5 percent 
of GDP, with 3 percent of GDP in bonded 
debt and 2 percent of GDP owed to official 
creditors. 

In 1989 domestic debt stood at 73 
percent of GDP, representing 71 percent 
of total debt (which was 104 percent of 
GDP). Starting in 1990, domestic debt 
decreased gradually, reaching 43 per-
cent of GDP in 2004. (As domestic debt 
decreased at a slower rate than external 
debt, however, its share in total debt rose, 
reaching 90 percent.) 

Among countries covered in this ap-
pendix, Chile has the largest share of 
indexed debt; the peak of indexation was 
reached in 1997, when more than 80 per-
cent of domestic public debt was indexed 
to prices. By 2004, 60 percent of domestic 
debt was indexed to prices, 14 percent 
was denominated in foreign currency, and 
the remaining 26 percent was in nominal 
pesos. 

Chile’s central bank holds a substan-
tial amount of reserves and government 
paper (in some cases up to 30 percent of 
GDP); if these assets are netted out from 
the gross debt, the country’s debt-to-GDP 
ratio drops dramatically. In 2003 gross 
debt was 58 percent of GDP (48 percent 
in 2004), but net debt stood at 28 percent 
of GDP (in 2004 it was 25 percent of GDP). 
The line in Figure A.12 shows the debt-to-
GDP ratio obtained if central bank debt is 
not included in the total.

Methodological issues. Interpreting 
the Chilean data is complicated, because 
the central bank issues a large amount of 
debt (including bonds related to support 
of weak banks in the 1980s), but it also 
holds a large amount of assets (part of 
these assets are through the Petroleum 
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Figure A.12 Chile
Structure of Government Debt
(percentage of GDP)

Domestic debt  Domestic debt  
(inflation indexed) (foreign currency)

Domestic debt Total external debt  
(local currency)

Excluding central bank

Source: Authors’ calculations based on Cowan et al. (2006).
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Stabilization Fund and the Copper Compensation Fund). According to the methodology 
described in Cowan et al. (2006), some of these assets have not been netted out of the 
total debt, so this methodology yields debt-to-GDP ratios which are much higher than those 
reported by Chilean authorities. Dropping debt issued by the central bank from the figures 
reported here yields data which are similar to standard Chilean debt statistics. 

COLOMBIA

Colombia’s external debt increased substantially during the first half of the 1980s, going from 
US$4.6 billion (14 percent of GDP) in 1980 to more than US$13 billion (32 percent of GDP) in 
1987. The increase was financed by foreign bank loans (which went from 5 percent of GDP 
in 1980 to 12 percent of GDP in 1985) and lending by multilaterals (which went from less 
than 10 percent of GDP in 1980 to 15 percent of GDP in 1987). Over the 1990s, foreign bank 

loans became gradually less important, 
and by 2004 they represented only 
8 percent of external debt, with the 
decrease being offset by an increase 
in bonded debt, which rose from less 
than 1 percent of external debt in 1986 
to 50 percent in 2004 (Figure A.13). 
The swap of foreign loans for bonds 
was not as dramatic as in other Latin 
American countries, because Colombia 
did not default on its loans and there-
fore did not participate in the Brady 
exchange. Thanks to economic growth, 
external debt as a percentage of GDP 
started decreasing in 1990 (the dollar 
value remained more or less constant 
until 1995), reaching a minimum of 
15 percent in 1997. The subsequent 
increase (which brought external debt 
back to 27 percent of GDP) was fi-
nanced mostly by issuing foreign bonds 
(which went from 4 percent of GDP in 
1997 to 13 percent of GDP in 2004).

While Colombia’s external debt-
to-GDP ratio stabilized after 2001, domestic debt kept growing over the 1995–2004 period 
(going from 11 percent of GDP in 1995 to more than 30 percent of GDP in 2004). Colombia 
substantially increased the share of its domestic debt issued in foreign currency over the 
1995–2002 period, from 14 percent to 29 percent of total domestic debt. This trend has re-
versed, however, since 2003. Hence, while domestic debt was substituted for foreign debt, 
the currency denomination of the country’s debt did not vary substantially over the period 
under observation, and the share of foreign currency debt remained more or less constant, 
hovering at around 60 percent of total debt (Figure A.14).
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Colombia’s central bank holds sub-
stantial reserves; if these reserves are 
netted out from total debt, the country’s 
debt-to-GDP ratio drops by almost 15 
percentage points.6 Furthermore, regional 
governments in Colombia also hold a 
substantial amount of central government 
debt. Netting out these holdings would 
further reduce the Colombian debt-to-
GDP ratio.

COSTA RICA

Costa Rica’s external debt increased dra-
matically in the early 1980s, going from 
US$1.5 billion (37 percent of GDP) in 1980 
to more than US$2.6 billion (100 percent of 
GDP) in 1982, with the increase triggered 
by both an increase in the dollar value of 
debt (Figure A.15) and an economic crisis 
and real devaluation which reduced the 
dollar value of GDP by almost 50 percent. 
External debt started decreasing in the 
late 1980s (Costa Rica was in default 
between 1983 and 1990) and stabilized 
at about 20 percent of GDP in the late 
1990s (Figure A.16). Multilateral and bilat-
eral debt decreased gradually (the former 
went from 24 percent of GDP in 1983 to 8 
percent of GDP in 2004, while the latter 
decreased from about 20 percent of GDP 
to 2 percent of GDP), and nonofficial debt 
decreased drastically at the time of the 
Brady exchange. The Brady swap led to a 
decline in foreign bank loans from about 
10 percent of GDP in 1990 to less than 1 
percent of GDP in 1991 and an increase in 
foreign bonds from less than 1 percent of 
GDP to 8 percent of GDP. From 1991, debt 
issued to bilateral lenders was reduced 
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6 Some of these reserves are not owned by the cen-
tral bank but are reserves held to back dollar deposits 
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Figure A.14 Colombia 
Structure of Government Debt
(percentage of GDP)

Domestic debt Domestic debt   
 (local currency) (foreign currency) 

 Total domestic debt Total external debt  

Source: Authors’ calculations based on Cowan et al. (2006).
Note: Data for currency composition of domestic debt avail-
able from 1995 on.
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7 Reliable historical series for domestic debt 
are not available.

significantly and was offset by a fur-
ther increase in bonded debt. 

The counterpart to the decrease 
in external debt documented above 
was a steady increase in domestic 
debt, which went from 25 percent 
of GDP in 1984 to 38 percent of 
GDP in 2004. While domestic debt 
in Costa Rica has traditionally been 
denominated in domestic currency, 
the share of foreign-currency-de-
nominated domestic debt has been 
increasing since the mid-1990s and 
in 2004 was close to 30 percent of 
total domestic debt. Costa Rica’s 
central bank holds large reserves, 
and if these reserves are netted out, 
the debt-to-GDP ratio drops by ap-
proximately 10 percentage points.

Methodological issues. The data 
were constructed using information 
provided by Costa Rica’s central 
bank. Although state-owned insti-
tutions hold a significant part of 
the country’s domestic debt, these 
cross-holdings were not subtracted 
from gross debt in the computation 
of net debt. 

DOMINICAN REPUBLIC 

External debt in the Dominican Re-
public grew rapidly during the first 
half of the 1980s, going from 15 per-
cent of GDP in 1980 to 70 percent of 
GDP in 1985 (Figure A.17).7 The sud-
den reduction in the country’s exter-
nal debt in 1984 and the large jump 
the following year are explained by 
a large real appreciation (which in-
creased the dollar value of GDP by 
50 percent) and a subsequent large 
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Figure A.17 Dominican Republic
Domestic Government Debt, External Government 
Debt by Creditor Type, and Total Government Debt

Total domestic debt  International bank loans  
(left axis) (left axis)

Bilaterals (left axis) Other multilaterals  
  (left axis)
IMF (left axis) International bonds (left axis)

Total debt (right axis) External debt (right axis)
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real depreciation (which decreased the dollar value of GDP by 60 percent). The country’s ex-
ternal debt started decreasing in the early 1990s, reaching a minimum of 18 percent of GDP 
in 2000 (the Dominican Republic was in default from 1982 to 1994). 

After the Brady swap implemented in 1993 (which led to a reduction of foreign bank 
debt from 13 percent of GDP in 1993 to 1 percent in 1994 and an increase in bonded debt 
from 0 to 5 percent of GDP for the same period) and until 2001, most of the Dominican 
Republic’s external debt was owed to official creditors (with bilateral creditors being the 
largest group). A banking crisis in the country in 2003 was soon followed by an explosion of 
both external and domestic debt. 

ECUADOR

At the beginning of the 1990s Ecuador was characterized by extremely high levels of public 
debt (117 percent of GDP in 1990) (Figure A.18). Over the 1990–1997 period, external debt 
displayed a decreasing path, reaching a minimum of 59 percent of GDP in 1997 (Ecuador 
was in default between 1992 and 1995). The country’s debt increased slightly in 1998 and, 
after a large real devaluation, jumped back to 100 percent of GDP in 1999. Thanks to a debt 
restructuring and favorable macroeconomic conditions, Ecuador’s debt decreased substan-
tially over the 1999–2004 period, reaching 49 percent of GDP in 2004. 

Ecuador’s debt is mainly ex-
ternal (even though domestic debt 
increased from 3 percent of GDP in 
1990 to 11 percent of GDP in 2004), 
with significant official debt (in 
2004 bilateral and multilateral debt 
represented more than one-third 
of total debt and almost 50 per-
cent of external debt). In the early 
1990s most of Ecuador’s nonoffi-
cial external debt was with foreign 
banks, and after the Brady swap, 
which took place in 1995, this form 
of financing almost completely dis-
appeared. 

Methodological issues. The 
currency composition of Ecua-
dor’s domestic debt is not avail-
able. However, anecdotal evidence 
suggests that this debt has been 
traditionally denominated in for-
eign currency. In 2000, Ecuador ad-
opted the U.S. dollar as its official 
currency and, since then, all of its 
domestic debt has been denomi-
nated in U.S. dollars. 
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Figure A.18 Ecuador
Domestic Government Debt, External Government 
Debt by Creditor Type, and Total Government Debt
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Source: Authors’ calculations based on Cowan et al. (2006).
Note: Data for domestic debt available from 1990 on.
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EL SALVADOR 

El Salvador’s external debt rose 
sharply during the first half of 
the 1980s (this was the worst 
period of the country’s civil war, 
and public debt went from 14 
percent of GDP in 1980 to 71 
percent of GDP in 1986), with an 
increase in its multilateral, IMF, 
and bilateral components (until 
recently almost all of El Salvador’s 
external debt was with official 
creditors). In 1987 the country’s 
external debt-to-GDP ratio started 
decreasing, falling from 72 per-
cent of GDP in that year to 20 
percent of GDP in 1998 (over the 
1987–1998 period, El Salvador’s 
multilateral debt decreased from 
31 percent to 15 percent of GDP, 
and its bilateral debt decreased 
from 35 percent to 5 percent of 
GDP). This decrease was due to 
GDP growth in the presence of a 
constant dollar value of external 

debt (Figure A.19). El Salvador’s external debt started increasing again in the late 1990s and 
reached 21 percent of GDP in 2004 (this increase was mainly financed through the issuance 
of foreign bonds, which went from 5 percent of external debt in 1999 to 32 percent of exter-
nal debt in 2004); the main reason for this increase in debt was reconstruction following a 
major earthquake that hit the country in 2001. Domestic debt was around 20 percent of GDP 
in 1990, and it escalated to between 23 and 30 percent of GDP over the 1993–1998 period. In 
fact, during this period, the increase in the country’s external debt was partly compensated 
for by higher levels of domestic debt. As a consequence, El Salvador’s total debt decreased 
at a much slower pace (going from 60 percent of GDP in 1990 to 44 percent of GDP in 1998). 
Over the 1998–2004 period, the country’s domestic debt did not change much, oscillating 
between 13 and 16 percent of GDP. 

El Salvador’s central bank holds large international reserves (up to 16 percent of GDP in 
1999), and netting these reserves from total debt substantially reduces the country’s debt-
to-GDP ratio. In 2004, the country’s gross debt was 45 percent of GDP, but its net debt was 
close to 33 percent of GDP.
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Figure A.19 El Salvador
Domestic Government Debt, External Government 
Debt by Creditor Type, and Total Government Debt
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Source: Authors’ calculations based on Cowan et al. (2006).
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GUATEMALA

Guatemala’s total debt increased substantially over the 1980s, going from 19 percent of GDP 
in 1980 to 49 percent of GDP in 1987 (Figure A.20). In the first half of the 1980s, the increase 
in the country’s debt was financed by issuing both domestic and external debt, but from 
1985 on, debt issued to foreign creditors gradually became more important. Guatemala’s 
debt started declining at the beginning of the 1990s, reaching 17 percent of GDP in 1998. 
Over the 1990s most of Guatemala’s external debt was held by official creditors (both bilat-
eral and multilateral lenders), but 
since then bonds have become in-
creasingly important, and by 2004 
they had become the country’s 
second-largest source of external 
financing. Domestic debt, which 
was around 9 percent of GDP in 
1980, increased during the first half 
of the 1980s, to 22 percent of GDP 
in 1984, but declined subsequently, 
reaching 6 percent of GDP in 2004 
(domestic debt dropped from 50 
percent of total debt in the 1980s 
to about 30 percent in 2004).

Since 1995, Guatemala’s cen-
tral bank has been accumulating 
large reserves, and the difference 
between its gross and net debt 
(which was negligible in the mid-
1990s) is now substantial (in 2004, 
the country’s gross debt was 21 
percent of GDP, and its net debt 
was 7 percent of GDP).

Methodological issues. As GDF 
data differ substantially from the 
data provided by the Guatemalan 
authorities (with the former source reporting much higher debt levels, the average differ-
ence over the 1990–2003 period was 2.5 percent of GDP), the following procedure was used 
to calculate the debt levels used in this report.8 Total external debt reported by the central 
bank was used to compute the total debt of the central bank, the central government, and 
the rest of the public sector. Next, the debt was broken down into various subgroups using 
information from IMF reports, Bloomberg (for bonded debt), and GDF (for multilateral and 
bilateral debt). One source of discrepancy is that some bonds are guaranteed by the World 
Bank and hence are classified as multilateral debt by GDF. For the classification of this 

8 This difference may be due to the fact that the GDF statistics include debt of the Corporación Financiera Nacional 
(CORFINA), which is not included in official government statistics. 
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report, these bonds were sub-
tracted from the multilateral debt. 
Data on the amount of foreign 
bank loans were obtained as a 
residual entity.

GUYANA

Guyana is characterized by high 
levels of debt, both domestic and 
external, and it is part of the HIPC 
initiative. Its total public debt de-
creased dramatically in the first 
half of the 1990s and then de-
creased again after 1998 thanks 
to the debt relief provided by 
the initiative. While the data re-
ported here end in 2004, more 
recent data would show a further 
decline in debt due to additional 
debt relief brought about within 
the framework of the MDRI. It is 
also worth mentioning that, as 
a large share of Guyana’s debt 
is concessional and as the data 
in Figure A.21 focus on nominal 
figures, they greatly overstate the 
net present value of the country’s 
debt ratio.

HAITI

Haiti has high levels of debt, both 
domestic and external, and is part 
of the HIPC initiative even though 
it has yet to qualify for debt re-
lief. As a large share of Haiti’s 
debt is extended with conces-
sional terms, the data in Figure 
A.22 overstate the actual level of 
debt, which is much lower when 
measured in net present value. 
Haiti has not reached the HIPC 
decision point and hence has not 
received debt relief as yet. Debt 
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Source: Authors’ calculations based on Cowan et al. (2006).
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relief under the HIPC initiative and MDRI is 
likely to substantially reduce the country’s 
external public debt. 

HONDURAS

Honduras is part of the HIPC initiative, and 
its main source of external financing is offi-
cial creditors. Over the period under study, 
the country’s official debt averaged more 
than 90 percent of total debt and, since 
1995, official creditors have financed virtu-
ally all of Honduras’s external debt (Figure 
A.23). Throughout the 1980s, external debt 
in Honduras grew steadily (going from US$1 
billion in 1980 to US$2.6 billion in 1989) 
but remained below 60 percent of GDP. In 
1990 an increase in the dollar value of debt 
(which rose to approximately US$3 million), 
together with a large devaluation which 
halved the dollar value of GDP, brought 
external debt to about 100 percent of GDP. 
The country’s external debt-to-GDP ratio 
continued to increase in the next few years, 
reaching 120 percent of GDP in 1994. The 
external debt-to-GDP ratio started decreas-
ing in the mid-1990s and stabilized at about 
70 percent of GDP in the 2000–2004 period. 
The country’s debt ratios are expected to 
decrease further thanks to debt relief pro-
vided through the MDRI.

Honduras’s total debt has followed a 
pattern similar to that of external debt (Fig-
ure A.24). Its domestic debt increased from 
13 percent of GDP in 1980 to 27 percent 
in 1989. It then decreased over the 1990–
1995 period (reaching a minimum of 9 per-
cent of GDP) and subsequently increased 
again (partly substituting for external debt), 
reaching 17 percent of GDP in 2004. Most of 
Honduras’s domestic debt is denominated 
in domestic currency, but there have been 
some foreign currency issuances in the last 
few years. In the late 1990s, Honduras’s 
central bank started accumulating larger 

19
82

19
81

19
80

19
83

19
84

19
85

19
86

19
87

19
88

19
89

19
90

19
91

19
92

19
93

19
94

19
95

19
96

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

0

4,000

5,000

6,000

3,000

2,000

1,000

Figure A.23 Honduras 
External Government Debt by Creditor Type
(US$ million)

Banks Bilaterals

IMF Other multilaterals

Source: Authors’ calculations based on Cowan et al. (2006).

0

20

40

60

80

100

120

140

19
82

19
81

19
80

19
83

19
84

19
85

19
86

19
87

19
88

19
89

19
90

19
91

19
92

19
93

19
94

19
95

19
96

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

Figure A.24 Honduras 
Structure of Government Debt
(percentage of GDP)

Domestic debt Domestic debt   
(local currency) (foreign currency) 

  Total external debt  

Source: Authors’ calculations based on Cowan et al. 
(2006).



 294 APPENDIX 

reserves, and by 2004, those reserves had 
reached 25 percent of GDP. As a conse-
quence, Honduras’s net debt (which until 
recently was almost identical to its gross 
debt) is substantially smaller than its gross 
debt (in 2004, they were 60 and 85 per-
cent of GDP, respectively). 

JAMAICA

Total external debt in Jamaica increased 
substantially over the course of the 1980s, 
going from US$1.8 billion (66 percent of 
GDP) in 1980 to about US$4 billion (more 
than 150 percent of GDP) in the late 1980s 
(Figure A.25). This increase was mostly 
financed by official lenders, with bilateral 
creditors playing a major role; over this pe-
riod, the country’s bilateral debt rose from 
22 percent of GDP to 80 percent, its mul-
tilateral debt increased from 10 percent of 
GDP to 34 percent, and its IMF debt went 
from 11 percent of GDP to 31 percent. The 
dollar value of Jamaica’s external debt 
decreased steadily over the 1990–1999 
period and this, together with GDP growth, 
substantially reduced the country’s exter-
nal debt-to-GDP ratio. However, Jamaica’s 
external debt started increasing again 
over the 2000–2004 period, with an in-
creasing share of bonded debt (going from 
6 percent of GDP in 1999 to 27 percent of 
GDP in 2004) and a smaller share of official 
debt (from 33 percent of GDP in 1999 to 26 
percent of GDP in 2004).

During the 1980s, Jamaica’s debt-to-
GDP ratio was above 100 percent, reach-
ing a peak of 218 percent in 1985 (Figure 
A.26). It then decreased over 1986–1994, 
reaching a minimum of 72 percent of GDP 
in 1994, and subsequently increased again 
over the 1994–2004 period, returning to 
figures over 100 percent of GDP after 2001 
(by 2004, the country’s total debt was 
about 140 percent of GDP). 
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During the early part of the 1980s, Jamaica’s domestic debt remained at about 50 per-
cent of GDP, but then it started decreasing along with external debt, reaching 10 percent of 
GDP in 1991. Starting in the mid-1990s, Jamaica’s domestic debt increased steadily, and by 
the late 1990s, it had become larger than the country’s external debt (in 2004, domestic debt 
was 84 percent of GDP and 59 percent of total debt).9 Domestic debt in Jamaica is mainly 
issued in domestic currency, but the share of foreign currency debt has increased over the 
last few years (reaching 24 percent of domestic debt in 2003). 

Jamaica’s central bank holds large international reserves, and once these reserves are 
netted out, the country’s debt-to-GDP ratio drops substantially.

MEXICO 

Mexico’s total external debt increased substantially after the country’s debt and currency 
crisis in 1982 (Figure A.27). Its dollar value increased by more than 40 percent (from US$58 
billion to more than US$80 billion) over the 1982–1987 period and almost doubled in terms 
of GDP (going from 34 to more than 50 percent of GDP). The dollar value of the country’s 
external debt stabilized in 1987, and the external debt-to-GDP ratio started decreasing and 
fell below 20 percent of GDP in 1993 (Mexico was in default between 1982 and 1990; it exited 
default with the Brady swap, which led to a reduction of its bank debt and an increase in 
its bonded debt). The currency crisis that hit the country at the end of 1994 led to another 
sudden jump both in the dollar value of 
debt and in the external debt-to-GDP 
ratio (this time, the ratio doubled in 
one year, reaching 41 percent at the 
end of 1995). The IMF and other mul-
tilateral and bilateral lenders provided 
substantial financing at this point (by 
1995, official creditors held more than 
one-third of Mexico’s external debt). 
The country’s external debt then de-
creased over the 1996–2001 period 
and subsequently stabilized at around 
10 percent of GDP, with a much smaller 
component owed to official creditors. 

Mexico’s domestic debt increased 
in the 1980s, but over the 1990–1994 
period, its domestic debt dropped 
both in absolute terms and as a share 
of total debt; after 1995, however, the 
country’s domestic debt started in-
creasing in both absolute and relative 
terms, reaching about 62 percent of 
total debt in 2004 (Figure A.28). In fact, 

9 A financial sector crisis was one of the main drivers of this increase in debt. 
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the large drop in external debt in the first 
half of the 1990s was partly compensated 
for by larger issuances of domestic debt. 
Traditionally, domestic debt in Mexico has 
been denominated in domestic currency, 
with the exception of 1994, when the Mex-
ican government issued a large amount 
of foreign currency short-term domestic 
debt (the (in)famous Tesobonos). Although 
most of the country’s debt is denominated 
in domestic currency, the share of that 
debt attributable to long-term nominal 
debt was basically nil until the late 1990s 
(Figure A.29). In 2004 more than one-third 
of domestic bonds issued by the central 
government were indexed to the interest 
rate, and another third were either short 
term or indexed to prices.

It is worth noting that the Mexican 
central bank holds large levels of inter-
national reserves, and if these reserves 
are subtracted from gross debt, the 2004 
debt-to-GDP ratio drops from 38 percent 
to 29 percent of GDP. 

Methodological issues. The Mexican 
authorities track two types of debt: “tra-
ditional” debt and “augmented” debt. Tra-
ditional debt, according to the authorities’ 
definition, includes only debt issued by 
the federal government. Augmented debt 
includes the debt of the agency that res-
cued the banking system after the Tequila 
crisis (FOBAPROA), which later became a 
deposit guarantee agency (IPAB), the debt 
of a trust fund created to rescue toll roads 
(FARAC), publicly guaranteed debt issued 
by private companies that are developing 
public infrastructure projects (PIDIRIEGAS), 
and debt issued by national development 
banks. This report uses an intermediate 
definition that includes the debt of FO-
BAPROA/IPAB and FARAC but not of PIDIR-
IEGAS and national development banks (for 
details on how these different definitions 
of debt compare, see Cowan et al., 2006).
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NICARAGUA

Nicaragua has a high debt ratio 
and is part of the HIPC initiative. 
In 1980 Nicaragua’s external debt 
was about US$2 billion (about 130 
percent of GDP). It grew steadily 
over the 1980s, reaching US$8 bil-
lion in 1988 (corresponding to 800 
percent of GDP) and more than 
US$9 billion in 1989 (1,025 percent 
of GDP) (Figure A.30). External 
debt remained above 500 percent 
for the next four years. In 1994, 
Nicaragua’s external debt-to-GDP 
ratio started decreasing, reaching 
120 percent of GDP in 2004.

During the early 1990s Nica-
ragua had some debt with foreign 
banks, but since 1995 the totality 
of Nicaragua’s external debt has 
been issued by official creditors 
(with bilateral debt playing an ex-
tremely important role). Domestic 
public debt was basically nonexistent in the country until 1991, but thereafter it grew from 
5.7 percent of GDP (1 percent of total debt) to 54 percent of GDP (30 percent of total debt) in 
2004. All of Nicaragua’s domestic debt is in domestic currency. Two important components 
of the country’s domestic debt are the long-term bonds that were issued to compensate for 
the confiscations and expropriations that took place in the 1980s and central bank instru-
ments issued for monetary purposes. The country’s debt is expected to decrease further, 
thanks to debt relief provided through the MDRI.

PANAMA

Over the 1990s the dollar value of Panama’s external debt remained more or less constant 
(Figure A.31), and its external debt-to-GDP ratio dropped from 120 percent of GDP (in 1990) 
to around 70 percent of GDP (in 1995), then remained more or less stable, oscillating be-
tween 64 and 72 percent of GDP.10 Most of the reduction in the external debt-to-GDP ratio 
was due to GDP growth and a drop in official debt (both its bilateral and multilateral compo-
nents). The Brady exchange led to a reduction in external debt and a switch from bank loans 
to bonded debt (which went from 5 percent of GDP in 1995 to 38 percent in 1996). Domestic 

10 Panama was in default between 1983 and 1996. Data for Panama start in 1990 because for earlier periods, the 
figures provided by the ministry of finance differ substantially from the data provided by GDF, and it is impossible to 
reconcile the two sources.
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debt remained constant at about 
20 percent of GDP. Hence, its rela-
tive importance grew with the de-
cline of external debt. In particular, 
the share of domestic debt in total 
debt went from 14 percent in 1990 
to 28 percent in 2004. 

The National Bank of Panama 
(Banco Nacional de Panamá) holds 
a substantial amount of reserves 
and government bonds; when 
these assets are netted from 
total debt, the debt-to-GDP ratio 
drops by more than 10 percentage 
points (up to 20 percentage points 
in certain years). 

The official currency of Pan-
ama is the U.S. dollar, and hence 
the differentiation between do-
mestic and foreign currency debt 
is meaningless.

PARAGUAY

Over the 1980s Paraguay’s ex-
ternal debt increased from 15 to 
41 percent of GDP (Figure A.32). 
After 1989, the dollar value of the 
country’s external debt started 
decreasing, and the external debt-
to-GDP ratio reached a low of 14 
percent in 1996. In 1997, Paraguay’s 
external debt started increasing 
again, reaching 34 percent of GDP 
in 2004 (Paraguay was in default 
between 1986 and 1992). 

Paraguay’s external debt is 
almost completely held by official 
creditors (there was some bor-
rowing from foreign banks in the 
late 1980s) and evenly distributed 
between multilateral and bilat-
eral creditors. Domestic financ-
ing became progressively more 
important starting in the 1990s, 
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increasing from 3 percent of GDP (10 percent of total debt) in 1990 to 8 percent of GDP (20 
percent of total debt) in 2004. 

Paraguay’s central bank holds large international reserves. In 2004 these reserves were 
about 16 percent of GDP, yielding a net debt of 26 percent of GDP (versus a gross debt of 42 
percent of GDP). 

PERU

Peru’s external debt increased from about US$5 billion (30 percent of GDP) in 1980 to about 
US$20 billion (more than 70 percent of GDP) in the early 1990s (Figure A.33). The two major 
creditors were bilateral lenders and foreign banks, followed by multilateral banks and the 
IMF. Between 1993 and 1996, the dollar value of Peru’s external debt was still increasing, 
but not as fast as the dollar value of GDP, leading to a reduction in the external debt-to-GDP 
ratio from 66 percent to 47 percent (Figure A.34). This ratio then dropped to 33 percent 
after the Brady swap (implemented in March 1997). Over the late 1990s, the dollar value of 
the country’s external debt remained 
more or less constant, but it started 
increasing again in the 2003–2004 pe-
riod. However, the external debt-to-
GDP ratio did not change much and, 
starting in 1997, oscillated between 
33 and 39 percent without any clear 
trend.11 Over the 1997–2004 period the 
composition of the country’s debt did 
not vary significantly, with official debt 
financing around 75 percent of external 
debt and bonds the remaining 25 per-
cent. In 2005 Peru’s external debt stock 
decreased by more than US$2 billion, 
mainly as a result of the prepayment 
of debt operations with Paris Club and 
suppliers. In both cases, the payment 
operations were financed with issues of 
domestic and external sovereign bonds, 
which allowed a change in the country’s 
debt structure, reducing external debt 
and increasing domestic debt from 21 
percent of total public debt in 2004 to 
25 percent in 2005.

11 Over the 1976–1984 period, Peru defaulted several times; it exited from default in 1997.

19
82

19
81

19
80

19
83

19
84

19
85

19
86

19
87

19
88

19
89

19
90

19
91

19
92

19
93

19
94

19
95

19
96

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

0

5,000

10,000

15,000

20,000

25,000

30,000

Source: Authors’ calculations based on Cowan et al. (2006).

Figure A.33 Peru 
External Government Debt by Creditor Type
(US$ million)

Banks Bilaterals

Bonds Other multilaterals

IMF



 300 APPENDIX 

Domestic debt was low in the 
early 1990s but grew in the second half 
of the decade, stabilizing at about 16 
percent of GDP and 25 percent of total 
debt.12 About one-quarter of Peru’s 
existing domestic debt was issued in 
foreign currency, and the remaining 75 
percent in domestic currency. 

Peru’s central bank has accumu-
lated large reserves (up to 20 percent 
of GDP), yielding a substantial differ-
ence between gross and net debt. In 
2004, the country’s gross debt was 
46 percent of GDP and its net debt 28 
percent of GDP. 

SURINAME 

Until the beginning of the 1980s, Su-
riname’s public debt was extremely 
low, but it grew—reflecting large defi-
cits—from about 30 percent of GDP in 

1983 to more than 100 percent of GDP in the early 1990s.13 Most of this debt was domestic, 
with the bulk held by the central bank. This high level of central bank financing translates 
into money creation and high inflation. Suriname’s public debt started decreasing in the 
early 1990s, reaching a minimum of 28 percent of GDP in 1997 (20 percent of GDP owed to 
external creditors and 8 percent owed to domestic creditors). However, the country’s public 
debt started increasing again in the late 1990s, reaching about 75 percent of GDP in 2000.14 
A fiscal adjustment reversed this trend, and by 2004 Suriname’s total public debt stood at 
about 47 percent of GDP (of which 33 percent of GDP was owed to external creditors).

TRINIDAD AND TOBAGO

In 1980 Trinidad and Tobago was characterized by low levels of debt (about US$100 million), 
but over the subsequent decade, the country’s external debt increased rapidly, reaching 
US$1.8 billion by 1989 (Figure A.35). In terms of GDP, total public debt increased from 6 
percent of GDP in 1980 to almost 60 percent in 1990 and reached a peak of 67 percent in 
1993 (Trinidad and Tobago was in default between 1988 and 1989). The main drivers of this 
increase in debt were a devaluation and an economic crisis which led to a 35 percent reduc-
tion in the dollar value of GDP. Starting in 1993, the country’s total debt began to decrease 

12 There are no official figures for domestic debt in Peru in the early 1990s. All figures have been estimated using old 
IMF reports and hence are subject to a large margin of error.
13 As Suriname is not included in the CLYPS data set, this section is based on IMF Article IV reports.
14 IMF (2002d), Table 2, page 29, and IMF (2003c), Table 1, page 21. 
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gradually, reaching 25 percent of 
GDP in 2004. 

Trinidad and Tobago’s increase 
in debt over the 1984–1993 period 
was financed by issuing both do-
mestic and external debt (unlike  
other countries in the region, Trini-
dad and Tobago did not make ex-
clusive use of foreign bank loans, 
as it was already issuing a large 
amount of international bonds in 
the 1980s), with official debt grow-
ing rapidly over the 1986–1995 pe-
riod. The decrease in the country’s 
total debt after 1993 was instead 
due to the behavior of external 
debt, which decreased from 44 
percent of GDP in 1993 to 12 per-
cent of GDP in 2004 (the largest 
decrease was in official debt, es-
pecially bilateral debt, and foreign 
bank loans). Domestic debt also 
decreased (going from 20 percent 
of GDP in 1993 to 13 percent of 
GDP in 2004), but at a much slower 
pace.

Since the mid-1990s, Trinidad and Tobago’s central bank has accumulated substantial 
reserves which, in 2004, were larger than the country’s total gross debt (yielding a negative 
net debt). 

Methodological issues. Assembling data for Trinidad and Tobago was a difficult task, 
because central bank statistics do not include information on the composition of external 
debt. Hence, the data were obtained by mixing information from IMF reports, GDF, and the 
central bank. GDF was the main source of data for the 1980–1993 period. As GDF data did 
not match well with data from other sources, pre-1993 data should be viewed with caution. 
Domestic debt data were obtained from central bank statistics, and it is worth noting that 
these data do not always match the figures presented in IMF reports. 

URUGUAY

Uruguay’s external debt stood at about US$650 million in 1980 (about 9 percent of GDP) and 
jumped to more than US$2 billion in 1983 (almost 50 percent of GDP). The increase in the ex-
ternal debt-to-GDP ratio was triggered both by an increase in the dollar value of debt (Figure 
A.36) and also by an economic crisis and a real devaluation which reduced the dollar value 
of GDP by more than 50 percent over the 1981–1985 period. During this period, Uruguay’s 
main creditors were international banks, followed by multilateral banks and the IMF. Be-
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tween 1985 and 1991, the dollar value 
of the country’s external debt did not 
change substantially, and economic 
growth led to a gradual decrease in 
the external debt-to-GDP ratio, which 
reached 21 percent of GDP in 1991 (in 
1992, Uruguay swapped its bank debt 
for bonds, whose share of GDP then 
went from 0 to 6 percent). Over the 
1992–2001 period, Uruguay’s external 
debt increased gradually, rising from 
about US$3 billion to US$6.5 billion. 

The Argentine crisis of 2001–2002 
had substantial spillovers in Uruguay, 
which faced both an increase in the 
dollar value of its external debt (which 
reached US$9 billion in 2002) and also 
a large real devaluation, which led to 
a sudden jump in the external debt-to-
GDP ratio (to 71 percent in 2002 and 
then to 91 percent in 2003) (Figure 
A.37). The IMF and multilateral banks 
played an important role in financing 
this increase in debt (Uruguay’s IMF 
borrowing went from 1 percent of 
GDP in 2001 to 15 percent of GDP in 
2002; debt held by multilateral lend-
ers went from 11 percent of GDP to 22 
percent of GDP over the same period). 
The ratio of bonded debt to GDP also 
increased substantially (going from 
19 percent in 2001 to 31 percent in 
2002).15 

The country’s domestic debt in-
creased substantially during the first 
half of the 1980s, increasing from 6 
percent of GDP in 1980 to 27 percent 
of GDP in 1985, and remained stable 
throughout the rest of the decade, 
averaging 24 percent of GDP. It then 
decreased in the first half of the 1990s 

15 The increase in this component of debt was 
mostly due to a denominator effect and not to 
new issuances.
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(reaching a low of 16 percent of GDP in 1997). After 1997, Uruguay’s domestic debt started 
increasing again, along with the country’s total debt. This increase was at first gradual, but 
then both domestic and external debt soared suddenly beginning in 2002, reaching 30 per-
cent of GDP in 2004 and pushing total debt to well above 100 percent of GDP (the debt-to-
GDP ratio was 65 percent in 2001 and was close to 120 percent of GDP in 2004). This increase 
in the debt-to-GDP ratio was due to both an increase in the dollar value of total debt and a 
decrease in the dollar value of GDP brought about by a large currency depreciation.

In Uruguay, domestic debt has traditionally been denominated in foreign currency, with 
the share of domestic-currency-denominated debt oscillating between 5 and 30 percent. The 
sudden increase in debt documented above was accompanied by central bank accumulation 
of international reserves and holdings of government paper. By the end of 2004, these assets 
of Uruguay’s central bank were in excess of 30 percent of GDP, yielding a large difference 
between the country’s net and gross debt (in 2004, the latter was 88 percent of GDP).

Methodological issues. As Uruguay’s official figures classify external debt as debt held 
by nonresidents and not as debt issued in foreign jurisdictions, it was necessary to reclas-
sify some of the figures provided by the Uruguayan authorities. This reclassification was 
conducted using central bank, GDF, and Bloomberg data. 

 
VENEZUELA

Venezuela’s external debt increased during the 1980s, from about US$10 billion in 1980 
(15 percent of GDP) to almost US$24 billion (59 percent of GDP) in 1989 (with large jumps 
in 1984 and 1986) (Figure A.38). Until 
1989, about 80 percent of Venezuela’s 
external debt was owed to foreign 
banks (these loans were in default over 
the 1983–1990 period), but in 1990 the 
country’s bank loans were swapped for 
bonded debt and official debt (IMF and 
multilateral debt reached 10 percent of 
GDP). Over the 1990–1994 period, the 
dollar value of Venezuela’s external 
debt grew at different rates and, as 
a consequence, the country’s exter-
nal debt-to-GDP ratio first decreased 
(dropping to 47 percent of GDP in 
1992) and then increased again (to 53 
percent of GDP in 1994) (Figure A.39). 
External debt—both in dollar value and 
as a share of GDP—decreased sub-
stantially over the 1994–2001 period, 
reaching a minimum of 18 percent of 
GDP in 2001 (bonded debt decreased 
from 36 percent of GDP in 1994 to 13 
percent of GDP in 2001). External debt 
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increased again in the 2001–2003 period, 
peaking at 29 percent of GDP in 2003, then 
decreased slightly, to 25 percent of GDP, 
in 2004. 

Over the 1980–2000 period, domestic 
debt in Venezuela oscillated between 6 
percent and 12 percent of GDP. Between 
2001 and 2004, the country’s domestic 
debt remained above 10 percent of GDP, 
reaching a peak of 18 percent of GDP in 
2003. In the mid-1990s, Venezuela’s do-
mestic debt was evenly split between do-
mestic currency debt and foreign currency 
debt, but the share of domestic currency 
debt has increased over the years, and by 
2004, 96 percent of the country’s domestic 
debt was denominated in domestic cur-
rency. 

Venezuela’s central bank holds a large 
amount of reserves (18 percent of GDP 
in 2003 and 17 percent of GDP in 2004), 
yielding substantial differences between 
the country’s gross and net debt figures. In 

2003, gross debt was 47 percent of GDP and net debt 28 percent. The corresponding figures 
for 2004 were 39 percent and 22 percent, respectively.

Methodological issues. The figures included in this report do not include debt issued 
by the state-owned oil company, Petroleos de Venezuela SA, or the assets of Venezuela’s 
Special Petroleum Fund. In the case of external debt, there were large differences between 
data reported by GDF and those reported by the IMF and the ministry of finance. The latter 
sources were used whenever possible. 
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