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INTRODUCTION

"I never meet a Pennsylvanian at a London dinner without feeling a disposition to seize and divide him. How such a man can set himself at an English table without feeling that he owes two or three pounds to every man in the company, I am at a loss to conceive."

‑ British investor in defaulted Pennsylvania bonds in the nineteenth century, cited in Winkler, 1933.
The 1990s, like the 1970s and several earlier periods, will be a period of heavy international, including sovereign, risk exposure for fixed‑income investors in the United States and other major industrialized countries. As during a number of periods in the past, the highest rates of return are in countries that have defaulted on their sovereign debt within the last decade and a half. A prudent investor must ask, "what credit risk am I running to gain these rates of return?" The question must be answered not so much in an absolute sense, but relative to other potential investments. One obvious comparison for most investors in sovereign debt is corporate credit.

The history of sovereign lending teaches a lot about risk. By reviewing the conclusions of the secondary literature, as well as by analyzing the specific cases of default and rescheduling, we hope to provide some qualitative understanding of the levels of risk for sovereign bonds and loans held by private investors. Intergovernmental loans are different in risk profile and will not be discussed here. 

A few fundamental conclusions come to light from our analysis of the historical record:

· Defaults and reschedulings are not infrequent occurrences. Since 1800, 72 countries experienced 166 periods of default or rescheduling, each lasting an average of 11.4 years.

· Creditworthiness is not a constant. Many of today's most respected borrowers ‑ Germany, Japan, the Netherlands, Spain and Italy to name a few ‑ have overcome the damage to their reputations caused by their defaults. In other regions, namely Latin America, countries have defaulted regularly. 

· Defaults bunch together in debt crises caused by global, systemic factors. Four major international debt crises (I 820s, 1870s, 1930s and 1980s), representing 15% of the years since 1800, accounted for 57% of all periods and 70% of total years of default and rescheduling. The last two debt crises encompassed not only international lending, but also the domestic credit markets of major creditor countries.
· Shocks to the world economy have become more prominent in determining default, while wars and domestic unrest have declined in importance.

· Official involvement in debt crisis settlements historically has been minimal. Only since World War II has bilateral and multilateral lending to developing‑country sovereigns become significant, prompting substantial official support for debt restructuring in the 1980s.
· Some studies indicate that realized returns on developing‑country sovereign bonds—including those that have defaulted—generally have compared favorably with alternative domestic investments.
We have argued in an earlier report that sovereign risk can be analyzed in an analogous manner to corporate risk.
 Historical analysis suggests that  the appropriate level of sovereign risk is probably comparable to, or even smaller than, that of corporate risk. The view that sovereign risk is unique, inscrutable and unprofitable is undermined by the generally positive results of sovereign lending and by the many parallels between sovereign and corporate risk analysis. Certainly there will be more cases and waves of defaults and reschedulings in the future, but there also will be enormous opportunities. The analyst who appreciates the historical risks of sovereign lending will be in a position to evaluate the current market in a realistic fashion.

THE MYTHS OF SOVEREIGN ‑LENDING

Myth 1: "A country does not go bankrupt."

‑ Walter Wriston, 1982.

Many myths surround the subject of lending to sovereigns. Unsubstantiated impressions about the history of lending to developing‑country, governments have grown into several particularly persistent myths about the uniqueness of sovereign lending. Myth 1, above, is one that most lenders have seen debunked. Three others are more persistent. Much of our report will address these myths from a historical perspective.

Myth 2: Periods of heavy lending to sovereigns inevitably lead to periods of default or rescheduling. Not all boom periods of international lending led directly to debt servicing problems. Many developing countries have borrowed heavily to finance development with good results for both creditor and debtor: Prussia. Denmark and Austria‑Hungary early last century; the United States and Australia during the middle and end of the last century; Canada. South Africa. Argentina, and New Zealand earlier this century, and the "Asian tigers" more recently. particularly Korea in the 1970s. These were developing‑country sovereign credits at the time of borrowing but all could be considered successful investments.

The parallel myth for corporates would suggest that the large volume of U.S. corporate bond defaults in the 1930s or nonperforming loans to the real estate industry and leveraged buy outs (LBOs) in the 1980s were cyclical and inevitable. The more reasonable view is that different periods in both domestic and international lending are subject to varying systemic risks and outcomes.

Myth 3: Sovereign risk significantly differs from corporate risk in that a country often "chooses" whether or not to pay. 

The lack of enforcement mechanisms or attachable assets backing much sovereign lending does make it different from corporate lending. However. too much is made of that difference. Leaving aside the often unsatisfactory domestic bankruptcy process and its effect on creditors, the fundamental issue is how frequently sovereigns capriciously or malevolently exploit the difference.

The list of borrowers that have willfully denied their obligations is short. The more recent examples involved the debts of nations hostile to western creditor countries: Germany, Italy and Japan during World War II: China, East Germany, Czechoslovakia. Cuba. Hungary, Romania and Bulgaria during the Cold War and Iraq during the Gulf War. Other cases, perhaps justifiable, involved repudiation based on issues of state succession.
  Including another four borderline cases, only 19 cases (11% of all periods of default or rescheduling) can be identified in which unwillingness to pay—regardless of ability to pay—clearly predominated. Nearly all of these cases resulted from extreme political instability (war, revolution, or extreme civil unrest).

The common ground for corporate and sovereign issuers with regard to this issue is management quality. Trust in the professionalism and integrity of the borrower is crucial in either case. The key question to ask is: Does the corporate or national leadership have the stability, cohesiveness, resources, talent and political will to form a policy consensus and deal with unexpected, exogenous events?

Myth 4: Sovereigns pay all or nothing (the debt is either fully serviced or is in total default).

Possibly even more than is the case with corporate defaults, sovereign defaults are seldom complete and final. The much maligned introductory quote from Walter Wriston for this section (Myth 1) was probably meant to indicate that countries do not go bankrupt and disappear with all their assets not that they do not at times default. The probability of eventual payment is heightened by the tendency of countries to persist as functioning entities after default or rescheduling. In fact debt servicing difficulties are not particularly relevant as a causal factor to the historical existence of a particular country.

The vast majority of defaults can be characterized as "conciliatory" with the sovereign citing factors that have affected its ability to pay. The fact that most sovereign defaults are temporary, partial or eventually cured through a restructuring is reflected in the generally high realized returns. Some studies indicate that realized returns on developing‑country sovereign bonds ‑ including those that have defaulted ‑ generally have compared favorably with alternative domestic investments. One study
 found that realized real returns for the bonds of ten developing countries issued between 1850 and 1970 were 2.47% versus 2.05% for comparable U.S. and U.K. Government bonds. Other studies suggest that even in the midst of the 1930s debt crisis, the performance of sovereign bonds issued in London and ‑New York roughly was comparable to those of domestic alternatives.

SOVEREIGNS DO DEFAULT

"Few, if any, nations of importance can boast of a perfect fiscal record."

‑ Max Winkler, 1933.

Implicit in sovereign lending is an idealized debt cycle following the classical economic tradition. Countries with abundant resources and strong prospects for growth attract foreign capital in the form of debt. The capital is invested in productive projects that provide over the course of many years, a more‑Ehan‑adequate return with which to pay down the debt the lender earns a hi‑her return than possible domestically, while the borrower sees its national wealth increase. In general terms, one might say that France, Germany, the United States, Australia, Russia, Canada, Japan and the "Asian Tigers" followed Britain along this path of importing capital in the early stages of industrial development and subsequently exporting capital to new developing regions.

The idealized debt cycle did not apply to all sovereign borrowers. As part of our historical survey, we compiled a list of every extended period of sovereign default on, or rescheduling of private lending from 1800 through 1992. Appendix A comprises that list while Appendix B details the methodology and sources used. Over the 193 years covered, 72 countries experienced 166 periods of default or rescheduling (an average of 0.86 per annum), each period lasting an average of 1.1.4 years. Figure 1 provides an overview of our findings.

Figure 1. Cumulative Years and Periods of Default and Rescheduling, 1800‑1992

Country
Periods
Years
Country
Periods
Years

Ecuador a
4
112
Egypt a
2
12

Honduras a
3
102
Jamaica
1
12

Greece
3
87
Netherlands
1
12

Mexico
5
78
Senegal a
1
11

Colombia
4
72
Spain
5
11

Nicaragua a
5
70
Uganda a
1
11

Peru a
5
70
Guyana a
1
10

Costa Rica
5
69
Japan
1
10

Bulgaria a
3
67
Madagascar a
1
9

Guatemala
4
66
Philippines a
1
9

Germany
2
64
Zambia a
1
9

Venezuela
5
57
Cote D'Ivoire
1
8

Liberia a
4
49
Ghana
1
8

Dominican Republic a
3
48
Morocco
2
8

Chile
6
47
Mozambique a
1
8

El Salvador
3
47
Niger
1
8

Brazil a
6
44
Nigeria
1
8

Bolivia a
3
42
Tanzania
1
8

Austria
4
37
Gabon a
2
7

Yugoslavia a
3
37
Guinea a
1
7

Paraguay a
5
36
South Africa a
1
7

Hungary
1
35
Vietnam a
1
7

Turkey
6
31
Congo a
1
6

Romania
2
30
Italy
1
6

China
1
28
Malawi
1
5

Poland a
2
27
Angola a 
1
4

Panama a
2
23
Russia a
4
4

Argentina a
3
22
Cameroon a
1
3

Portugal
3
22
Jordan a
1
3

Uruguay
5
22
Tunisia a
1
3

Zaire a
2
17
Albania a
1
2

Czechoslovakia'
2
15
The Gambia
1
2

Sierra Leone a
1
15
Iraq a
1
2

Zimbabwe
1
15
Iran a
1
1

Cuba a
3
14
Trinidad &Tobago
1
1

Sudan a
1
13

Togo a
1
13




Total
166
1,885




Total Countries

72

Notes: See Appendix 8 for methodology. a Continuing in 1992.

As Figure 1 demonstrates some of today's most respected credits defaulted and did so for long periods of time. Austria, now rated Aaa/AAA by Moody's and Standard & Poors, respectively had four periods of default from 1802 through 1952. Portugal, now rated Al/AA‑, had three periods of default from 1834 through 1,901. Spain rated Aa2/AA+, had five periods of default from C820 through 1882. Turkey, rated Baa3/BBB‑, had six periods of default or rescheduling from 1876 through 1982. Greece, rated Baal/BBB‑, had three periods of default from 1826 through 1964. In addition, Germany (Aaa/‑AAA), Italy (AIIAA) and Japan (Aaa/AAA) willfully defaulted on their external obligations during, World War H but have since rehabilitated their reputations as sovereign borrowers. Even the Netherlands (Aaa/AAA) defaulted in 1802 because of the Napoleanic wars.

The crucial point to stress is that a country's creditworthiness is not a constant. All but four of today's sovereign borrowers (the Netherlands, Britain, France and Germany) were capital importers, "undeveloped" and. probably non investment‑grade before the turn of the twentieth century. The fact that 36 countries currently are considered investment‑grade suggests that the potential for sovereign upgrades is enormous. By implementing sound policies for a sustained period, sovereigns can, and have, overcome poor credit histories.

PATTERNS OF DEFAULT: THE MAJOR INTERNATIONAL DEBT CRISES

"The fiscal history of Latin America ... is replete with instances of governmental defaults. Borrowing and default follow each other with almost perfect regularity. When payment is resumed, the past is easily forgotten and a new borrowing orgy ensues."

‑ Max Winkler, 1933.

Defaults are not evenly spread over time. Four major debt crises have occurred since the beginning, of the nineteenth century ‑ the late 1820s, the 1870s, the 1930s and the 1980s. Although these periods of widespread default and rescheduling covered only 1517,o of the time examined, they witnessed the beginning of 57% of all cases of default or rescheduling that accounted for 70% of total years in default. Each debt crisis had its own characteristics but systemic factors in the global environment clearly contributed to the defaults.

[image: image1.jpg]Figure 2. Sovereign Default and Rescheduling, 1823-1989.
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The regular semi‑centennial spacing of the debt crises has led some academics to posit that common, cyclical factors underlie the crises.
 Such factors might include long‑term growth cycles in the world economy periodic shifts in world terms of trade or trading volumes, changes in the global balance of power and cycles in technological innovation. Unfortunately, none of these models have the explanatory power to be the underlying or proximate cause of all the debt crises. Most economic historians focus on the characteristics and trends that are specific to each period.

The 1820s

Most of the defaults in the 1820s were by new countries still struggling for their freedom. The demand for loans arose from the need for armaments to protect the borrowers' newly won independence and maintain internal order, not for investments in productive capacity that could repay, the loans. Between 1822 and, 1827, bonds were floated in London on behalf of Colombia, Chile, Peru, the Province of Buenos Aires, Brazil, Mexico, Guatemala and Greece. All of these loans were in default by the end of the decade.

On the supply side of the equation the British middle class proved to have a strong appetite for all foreign bonds, regardless of quality. British investors were venturing into new territory without any history to guide them. Furthermore, the institutions that channeled the bonds to the investor verged on fraudulent in their activities merchant banks simply provided incorrect information upon which investors made their decisions.

The terms of the loans also indicated that neither the borrowers nor the financial intermediaries (the investment houses) realistically expected repayment. The bonds were sold at large discounts sometimes at 55% or less of face value. The bankers not only received large commissions, they usually deducted two years' debt service to ensure initial payments. With real effective interest rates of more than 20% on actual proceeds to the borrower in many cases, few knowledgeable investors should have expected repayment.

The 1870s

The second wave of defaults was different in cha‑racier than the first. While lending to belligerent or internally unstable states caused most of the problems in the 1830s, poor fiscal management was an additional culprit in the 1870s. Several countries. Turkey and Egypt in particular borrowed extensively from the European Powers to finance extravagant lifestyles for their leaders. Fishlow (1986) records how a national balance sheet for Egypt contained a large equalizing sum on the asset side for "ballet dancers, etc. which exceeded the entry for public works. Many productive loans, however, continued to be serviced by major borrowers (Russia, Austria‑Hungary, Romania, most U.S. states) that had invested in railroads, canals, mines and agriculture in the latter half of the nineteenth century.

Looking at the factors affecting the supply of loans government influence on lending can be cited as a contributory cause of the defaults. The French and German governments viewed capital not purely as a means of increasing the wealth of private citizens, but as a way to cement alliances and steer international relations. The French finance minister, for example, had the sole power to grant, withhold or rescind listing privileges on the Paris Bourse. Although the German Government had no explicit control of the financial markets, the Berlin Stock Exchange Commission gave great weight to the Government's wishes. Thus, a larger proportion of French and German loans went to funding allies' armaments and budget deficits than did British loans.

The financial community apparently repeated its previous practices of misleading investors in many instances. The Select Committee of the House of Commons on Loans to Foreign States drafted a report in 1875 that documented the worst abuses, which, as in the 1830s, were concentrated in the negotiation and distribution of Latin American bonds.

The 1930s

The underlying and overlapping causes of the wave of defaults in the 1930s are complex. However, to a large extent the world economic environment can be held responsible for most of the defaults of the 1930s. The demand for loans in the 1920s was based to a large extent on the need of many countries, particularly in Europe, to rebuild infrastructure and industrial capacity following the devastation wrought by World War I.  Outside of Europe, it is difficult to generalize about the application of loan proceeds; there were both productive and consumption‑oriented uses of the funds depending upon the particular country.

The emergence of the United States as a large net creditor after World War I had a profound impact on the supply of loans to foreign governments. The U.S. had been producing supplies and munitions not only for itself but also its allies. By extending loans to foreigners, the U.S. could maintain markets for its massive production. Furthermore, the war greatly increased the national wealth; the burgeoning middle class had significant funds to invest. The combined effect of these factors was that Americans were eager to lend, and, like British investors in the 1820s, without a long history of investing overseas, they generally were not a discriminating lot.

Looming over the interwar capital markets was the unresolved issue of the World War I official debts, the issue of whether, and how much, to repay the United States had a decidedly politicizing influence over capital flows. European countries tried to manage their balance of payments, discouraging capital outflows to preserve them for debt service. The politicized atmosphere led to growing trade restrictions that limited or reduced the export earnings of many countries. As a result, the Depression set in world trade volumes fell 65% from 1929 to 1935 and many countries could not sell, goods in overseas markets to earn foreign exchange. "Transfer defaults" ensued in which even those governments that set aside sufficient domestic resources for debt service could not transfer them abroad for lack of foreign exchange.

The 1980s

The literature on the most recent debt crisis tends to spread the blame among numerous participants in the international capital markets. Borrowers are accused of using loan proceeds to finance consumption or unproductive investments. Lenders are accused of forcing ill‑advised loans upon borrowers, or at least being negligent in their due diligence. Industrial country governments are accused of encouraging ill‑advised loans to developing countries, bailing out the private banks and prolonging the debt crisis through successive rescheduling rather than debt reduction. And, finally, unexpected shocks to the world economy, such as increasing oil prices and real interest rates, are often cited. There probably is some truth to most of these explanations, with the last being the most convincing.
Some of the more salient characteristics unique to this fourth debt crisis follow:

· Although the economic shocks to the developing countries during the depression of the 1930s and during the early 1980s were roughly of the same magnitude, the world trade environment was very different. Instead of facing closed export markets as in the 1930s, heavily indebted developing countries were able to expand exports in the 1980s, particularly to the, U.S.

· Creditor governments have been much more involved in the resolution of the latest crisis than ever before. The relatively large volumes of official lending both bilaterally and through international financial institutions propelled governments into the negotiating arena. While intergovernmental loans were negligible prior to World War I, 45% of all long‑term sovereign debt tracked by the World Bank at the end of 1980 was held by official creditors. The International Monetary Fund took on the role of public advisor and lender of last resort a role that had not existed in the first three crises.

· Lending in the 1980s was predominantly through bank loans rather than bonds. The impact of this difference on the extent, severity and settlement of the debt crisis is ambiguous. The greater lender unity demonstrated by the banks perhaps increased their negotiating leverage, but also may have decreased the costs to debtors of restructuring. The fact that the banks charged floating rates of interest (in stark contrast with the fixed rates paid on bonds) did shift the risk of dramatically rising interest rates from the lenders in the first three crisis periods to the borrowers in the 1980s.

The variations in the average length of default settlements can best be explained by looking at the semi‑centennial categories. The first half of the nineteenth century witnessed the first large‑scale outflow of capital from Western Europe to Latin America: the lack of any established settlement mechanisms, the fundamental incapacity of the unstable borrowers to repay, and the downright fraudulent behavior of many banks led to the longest average length of default (19.8 years). By the second half of the nineteenth century, private bondholders’ councils had sprung up to negotiate with borrowers, so settlements came more quickly (within an average of 10.3 years). The severity of the Depression followed by the extended shock of World War II help explain the rise in the average length of default (to 14. years) in the first half of the twentieth century. The latest figure of 7.2 years is not perfectly comparable because many of the defaults and reschedulings are continuing; however the high level of official involvement appears to have speeded the settlement process.

RETURNS ON SOVEREIGN LENDING

"Complete repudiation of foreign bonded debts was comparatively rare. Many defaults were partial, rather than entire; payments for debt service were reduced but they did not cease, and, though the subsequent settlements sometimes involved a permanent and drastic reduction in interest, capital, or both, not infrequently they were of such a nature that, notwithstanding the default, the loan, besides being eventuallv redeemed at its issue price or better, produced over its entire life at least a small average annual net yield upon the original investment."

‑ Edwin Borchard, 1951.
The historical literature on sovereign lending tends to focus on the periods and specific cases of default. The fact remains however that most sovereign bonds in all regions of the world were serviced and generally provided lenders with favorable returns compared with domestic alternatives.

Two recent studies have attempted to determine the returns realized by investors in sovereign bonds. Linden and Morton (1989) tracked all the sovereign bonds outstanding between 1850 and 1970 for ten nations and produced the results shown in Figure 5.

Figure 5. Contracted and Realized Rates of Return on Sovereign Bonds. 1850‑1970


Contracted

Realized
Realized Real


Nominal Debtor
Nominal Creditor
Real Debtor
Creditor


Government Rate
Government Rate
Government Rate
Government Rate

Argentina
5.92%

3.47%
3.52%
1.56
Brazil
6.19

3.64
2.97
2.14
Chile
6.89

3.94
1.66
1.88

Mexico
5.83

3.11
‑0.21
1.72

Four Latins
6.09%

3.52%
2.65%
1.75

Australia
5.60

4.52
3.00
1.97

Canada
4.51

2.82
1.91
0.35

Egypt
6.71

3.29
6.21
3.68

Japan
5.75

3.51
2.90
1.33

Russia
4.94

2.92
1.31
2.94

Turkey
5.86

3.33
1.29
2.58

These Six Countries
5.44%
3.86%
2.40%
2.14%

All Ten Countries
5.59%
3.78%
2.47%
2.05%
Source: Linden and Morton (1989).
An examination of the cases of sovereign default (see Appendix A) yields some interesting observations about the nature and‑partems Of sovereign lending crises. Figure 4 provides some basic data.

Figure 4. Defaults and Reschedulings, 1800‑1992



	Time Period (Number of Years)

1800‑1992 (193 yrs)

1800-1900(101 yrs)

1901‑1992 (92 yrs) 

1800‑1850 (51 yrs)

1851‑1900 (50 yrs) 1901‑1950 (50 yrs) 1951‑1992 (42 yrs)
	Defaults or Rescheduling
166

55

111

21

34

43

58
	Average Length (years)
11.4

13.9

10.1

19.8

10.3

14.7

7.2
	Associated with

Extreme Political Instability
65

33

32

19

14

18

14
	Associated with

External Economic Shock
76

3

73

0

3

26

47
	Latin & Caribbean Countries
81

35

46

13

22

22

24


Notes: Extreme political instability refers to wars, revolutions, coups or civil unrest. External economic shocks refer to worldwide recessions, trade wars, shifts in terms of trade or natural disasters.
Although the number of defaults has doubled from 55 in 1800‑1900 to 111 in 1901‑92, the risk levels are not necessarily rising. There simply has been a larger number of sovereign nations in the world and a corresponding increase in the number of borrowing sovereigns. It is more appropriate to look at the percentage of nations or the percentage of foreign capital stocks, that are in default or rescheduling (see Figure Using this measure, the 1980s represented a somewhat lower level of default risk than either the 1930s or the 1870s‑ 1890s.

The trend in the number of defaults associated with extreme instability (wars and revolutions) has declined historically while those associated with external economic shocks has increased in relative terms. Whereas the 62 periods associated with extreme political instability are fairly evenly split between the nineteenth and twentieth centuries (with a slight downward trend). The 73 periods associated with external economic shocks almost all occurred this century (with an upward trend). As the world economy becomes more integrated economic shocks are accounting for a larger portion of debt servicing problems and extreme political instability is accounting for a smaller portion.

Latin America warrants special mention‑ Twenty‑one Latin American and Caribbean countries represented 29% of all defaulting or rescheduling countries yet accounted for 495: of all periods and 56% of total years. The average length of default or rescheduling for Latin American and Caribbean countries was 13.0 years. 3.2 years above the average for all other countries. Furthermore. seven of the ten countries with the longest cumulative periods of default are Latin American (see Figure 1). The explanation partially lies in the fact that Latin American countries became independent entities in the early nineteenth century and thus, were disproportionately involved in the first traumatic wave of sovereign lending. The prominence of Latin American countries during each of the following three crises. however suggests that more abiding factors are at work. Among these. we would place: closed economies. undiversified and volatile exports, high budget deficits and weak governments. The unanswered question is whether some Latin American countries have finally broken away from these persistent historical themes. We have suggested in an earlier report that this may be the case.

PATTERNS OF DEFAULT: TRENDS AND THEMES

"There are few cases on record in which governments have defaulted willfully on legitimate obligations. A comprehensive study of the fiscal records of governments reveals that repudiation has rarely, if ever, been resorted to when borrowers were accorded fair and honorable treatment."

‑ Max Winkler, 1933

In our view, the history of sovereign lending does not have the characteristics of an inevitable cycle in which countries are doomed to repeat endlessly waves of borrowing and default. On the other hand, clearly there are factors common to each crisis, to which any investor with exposure to developing‑country sovereign debt would do well to be alert. Figure 3 provides a summary of the four periods of default discussed in the previous section. In the first two periods of default, which occurred in the nineteenth century, loans were often used for fighting wars and putting down civil unrest rather than productive investment. Many of the countries that did invest their borrowings in infrastructure in the mid‑to‑late nineteenth century did not join the defaulters a decade or two later. The defaults of the 1870s and the lending to Eastern Europe by some European banks in the 1970s reveal the dangers of "political" lending by private investors.

The global environment played an increasingly important role in the last two crises (1930s and 1980s). Global recessions trade wars and price shocks came to the fore as the world economy became more integrated. On the positive side, in the latest wave of defaults (1980s) the settlement process appears to have become more brief and less traumatic with the intervention for the first time of multilateral a2encies such as the International Monetary Fund. The World Bank and 'The Paris Club, among, others.

As pointed out in the first section (Myth 3), the number of defaults resulting from the unwillingness rather than the inability to pay (bad management. external factors) has been extremely small and almost always was associated with extreme political instability or warfare.

Figure 3. Comparison of the Four Major International Debt Crises



1820s
1870s
1930s
1980s

Countries of Major Private
Britain
Britain, France.
USA, Britain,
USA, European
Creditors

Germany
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Switzerland
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Latin America, Greece
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Overall, the sovereign bonds did not return the contracted rate but manage to outperform the home government rates (the U.K. Consol sterling bonds and the U.S. Treasury long bond rate for dollar bond countries, however, underperformed the home government rates:  Mexico, Russia and Turkey.

Eichen green and Portes (1989) similarly tracked the performance of sovereign bonds. They focused, however, on 250 U.S. Dollar bonds 125 U.K. Sterling bonds issued between 1920 and 1929. The boom lending, in the 1920s generally has been viewed as a fiasco because many bonds defaulted in the 1930s. The following results, however, that those investors who held sovereign bonds during possibly the debt crisis did not fare so poorly.

Figure 6. Realized Returns on Sovereign Bonds Issued in 1920‑29

Dollar Bonds 

Sterling

Europe
3.24%

North America
5.13

Latin America
3.06

Far East
5.96

Overall
3.99%

Note: Sterling bonds returns assume repurchases were made at par,

Source: Eichengreen and Pones (1989).
The contractual interest rates generally were in the range of 7%‑8% bonds included in the study. Although realized returns were significant less than those contracted investors with a broad representative portraying sovereign bonds managed to come out ‑of a major debt crisis without huge losses. The realized returns on sterling bonds (5.18%) was very favorable in comparison with those on British public debt (4%‑4.5%). Dollar bonds, however, yielded less (3.99%) than did alternative dollar investments such as investment‑grade corporates (6%).

It is still too early to determine realized returns on sovereign lending 1970s and 1990s. Indeed the large number and complexity of recent settlements may make such an analysis impossible. The rebound in p-- for many emerging market debt instruments over the past few years, however may indicate that losses have not been as bad as originally feared.

A study by Mintz (1951) provides another insight into the performance of sovereign bonds. Looking only at bonds issued in the United States d the 1920s. Mintz noted that the default rates of foreign government bonds was roughly comparable to those of domestic bonds and urban mortgage.

Figure 7. Default and Foreclosure Rates in the 1920s


                            Foreign Government Bonds


Domestic Bonds

Period of Bond Insurance
(As of End‑I937)

(as of  End 1931)

1920‑24
18.1%


16.5%

1925‑29                                                       
 50. 0


      29.5

1920‑29                                                        
38.1


      25.6

Source: Mintz (1951) and Salomon Brothers Inc.

Note: Foreign government bond figures begin in the third quarter of 1920.

The default rate of 38.1% for foreign government bonds issued in the 1920s is higher than the 25.8% recorded for domestic bonds. However default rate for foreign government bonds was measured as of the end 1937. After eight years of the Depression: if the default rate for domestic bonds had been measured then rather than after only two years of the Depression, it is likely that the default would have been even closer.

The key point is that during perhaps the worst global debt crisis the performance of sovereign bonds was roughly comparable with chat of domestic bonds. Likewise, in the 1980s, the developing country debt crisis should be viewed in the context of a U.S. domestic loan market chat included extremely bad periods for real estate thrifts and junk bonds.

One limitation of these studies' applicability to our analysis is chat they deal with all sovereign bonds not simply noninvestment-grade sovereign bonds. It should be kept in mind. though, that the terms "developed" and "noninvestment‑grade" are relatively new and unclear in a historical context. Britain’s industrial revolution left that country as the only "developed" country "at the beginning of the nineteenth century. Only in the later half of the 1800s might one say that France and German.y joined Britain in the developed or even perhaps the investment‑grade categorv. The United  States imported capital until early this century and only became a net creditor during World War I. For the majority of the issuing countries and for the majority of the period covered sovereign bonds were considered low investment grade or noninvestment grade.

CONCLUSION: LESSONS FOR LENDERS

In our opinion. some of the more useful lessons for sovereign lenders to be zained from the history of sovereign defaults are the following:

· Sovereign defaults and reschedulings are not infrequent occurrences. There will be more individual cases and waves of default in the future. The key is to determine which developing countries are on a development path that will decrease their margin for error and move them toward medium​ and high‑grade status.

· Countries do not default lightly.  The cases of pure "unwillingness to pay" are few and occur under circumstances ff extreme political instability.

· The international "safety net" of multilateral economic institutions which has grown up since the crisis of the 1930s and was only adapted to use durin2 the crisis of the 1980s may ease the severity of future defaults  may prevent some of them and may hasten the settlement process when they do occur.

· Historical experience suggests that the crucial signposts of a sound development path are a benign global environment. political stability, sound macroeconomic management. diverse economies and exports and prudent uses of overseas borrowing. These factors can be analyzed in a systematic manner that is different from, but analogous to, corporate risk analysis.

· Taking into consideration all the defaults and reschedulines that have taken place. realized returns to investors holding a broad portfolio of sovereign debt have been positive, and often have exceeded the retums on dornestic alternative.

Appendix A. Private Lending to Sovereigns: Defaults and Reschedulings. 1800‑92a

Beg. of
End of

Country
Period
Period
Formb
Notes
Albania
1990
1992
L
Soviet collapse.

Angola
1988
1992
S.L
Civil unrest

Argentina
1890
1893
B
Refinancing problem (Baring Crisis)


1956
1965
S
Post-Peron budget crisis, beef export drops


1982
1992
L
Oil and interest rate shocks, budget crisis

Austria
1802
1816
B
Napoleonic wars


1868
1870
B
Coupon tax after Hapsburg dual monarchy


1914
1915
B
WWI


1932
1952
B
Depression, German occupation and WWII

Bolivia
1875
1879
B


1931
1957
B
Depression


1980
1992
L
Oil and interest rate shocks.

Brazil
1826
1829
B
War with Portugal and United Provinces.


1898
1910
B
Coffee prices collapse.


1914
1919
B
End of rubber boom and coffee price drops


1931
1943
B
Depression


1961
1964
S
Budget crisis


1983
1992
L
Oil and interest rate shocks, budget crisis

Bulgaria
1915
1920
B
WWI and civil unrest


1932
1992
B
Depression, WWII and Communist takeover


1990
1992
L
Soviet collapse

Cameroon
1989
1992
L

Chile
1826
1842
B
Independence war and civil unrest


1880
1883
B
War of the Pacific


1931
1948
B
Natural nitrate market collapse, Depression


1965

S
Copper price drop


1972
1975
S
Budget crisis and coup.


1983
1990
L
Oil and interest rate shocks.

China
1921
1949
B
Civil war, WWII and Communist repudiation

Colombia
1826
1861
B
Independence war and civil unrest


1873

B


1880
1904
B
Trade depression then civil war


1932
1944
B
Depression

Congo
1986
1992
L
Oil and interest rate shocks.

Costa Rica
1828
1840
B
Independence war and split from CAF


1874
1885
B
Central American chaos


1895
1911
B


1932
1953
B
Depression


1981
1990
L
Oil and interest rate shocks.

Cote D’Ivoire
1984
1992
L
Oil and interest rate shocks.

Cuba
1933
1934
B
Depression


1960
1963
B
Communist revolution and repudiation.


1982
1992
L
Oil and interest rate shocks. Soviet collapse

Czechoslovakia
1938
1946
B
Nazi occupation WWII.


1952
1959
B
Communist takeover and repudiation

Dominican Republic
1872
1907
B
Civil unrest and war, repudiations


1931
1934
B
Hurricane and Depression

Ecuador
1832
1855
B
Independence war and split from Colombia


1868
1898
B


1906
1955
B
Civil unrest then Depression


1982
1992
L
Oil and interest rate shocks.

Egypt
1876
1880
B
Budget crisis, British and French intervention


1984
1992
L
Oil and interest rate shocks.

El Salvador
1828
1860
B
Independence war and split from CAF


1921
1922
B


1932
1946
B
Depression
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Beg. of
End of

Country
Period
Period
Formb
Notes
Germany (and East



Nazi policy and WWII

Germany
1932
1953
B


1949
1992
B
Communist takeover (East Germany only)

Gabon
1978

S
Interest rate shocks.


1986
1992
L
Oil price swings.

Gambia, The
1986
1986
L

Ghana
1966
1974
S

Greece
1826
1876
B
Independence war and turmoil


1894
1897
B
Budget crisis and political instability


1932
1964
B
Depression and WWII.

Guatemala
1828
1856
B
Independence and split from CAF


1876
1888
B
Central American chaos


1894
1917
B


1933
1936
B
Depression.

Guinea
1985
1992
S.L.
Oil and interest rate shocks.

Guyana
1982
1992
L
Oil and interest rate shocks.

Honduras
1828
1867
B
Independence war and split from CAF


1873
1925
B
Central American chaos


1981
1992
L
Oil and interest rate shocks.

Hungary
1932
1967
B
Depression, WWII and Communist takeover

Iran
1992

L

Iraq
1990
1992
L
Gulf War.

Italy
1940
1946
B
WWII

Jamaica
1978
1990
L
Oil and interest shocks, budget crisis

Japan
1942
1952
B
WWII

Jordan
1989
1992
L

Liberia
1875
1898
B


1912
1923
B
Budget crisis


1932
1935
B
Depression.


1980
1992
S.L
Oil and interest rate shocks, civil unrest

Madagascar
1981
1992
S.L
Oil and interest rate shocks.

Malawi
1982
1988
L
Oil and interest rate shocks.

Mexico
1828
1850
B
Post-independence chaos and war with US


1859
1885
B
Civil war, French intervention thenrepudiation


1914
1922
B
Revolutionary period and partial repudiation


1928
1942
B


1982
1990
L
Interest rate shocks.

Morocco
1903
1904
B


1983
1990
L
Oil and interest rate shocks.

Mozambique
1984
1992
L
Oil and interest rate shocks.

Netherlands
1802
1814
B
Napoleanic wars.

Nicaragua
1828
1874
B
Independence war and split from CAF


1894
1895
B


1911
1917
B


1932
1937
B
Depression


1980
1992
L
Oil and interest rate shocks.

Niger
1983
1991
L
Oil and interest rate shocks.

Nigeria
1983
1991
L
Interest rate shocks and civil unrest

Panama
1932
1946
B
Depression


1983
1992
L
Oil and interest rate shocks.

Paraguay
1874
1885
B
Following war with Argentina, Brazil, Uruguay


1892
1895
B


1920
1924
B


1932
1944
B
Depression and war with Bolivia.


1986
1992
L
Oil and interest rate shocks.

Peru
1826
1848
B
Independence war and civil unrest.


1876
1889
B
Guano price collapse, War of the Pacific


1931
1951
B
Civil unrest, conflict with Chile, Depression


1968
1969
S.L
Fishmeal price drop and budget crisis.
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Beg. of
End of

Country
Period
Period
Formb
Notes 




Sharp exports contraction, oil and interest 


1978
1992
S.L
rate shocks.

Philippines
1983
1992
L
Oil and interest rate shocks, natural disasters

Poland
1936
1952
B
Depression and WWII


1981
1992
L
Soviet collapse, oil and interest rate shocks.

Portugal
1834
1841
B
Repudiation of usurper’s loan.


1850
1856
B


1892
1901
B
Budget crisis.

Romania
1933
1958
B
Depression and WWII.


1982
1987
L
Soviet collapse, oil and interest rate shocks.

Russia
1839

B


1885

B
Small coupon tax.


1917
1918
B
Revolution and repudiation.


1991
1992
L
Soviet collapse.

Senegal
1981
1992
S.L
Oil and interest rate shocks.

Sierra Leone
1977
1992
S.L
Oil and interest rate shocks.

South Africa
1985
1992
L
Sanctions-induced capital outflows.

Spain
1820

B
Troops mutiny against king.


1831
1834
B
Carlist Wars.


1851

B
Civil unrest.


1867
1872
B
Civil unrest prior to Liberal uprising


1882

B

Sudan
1979
1992
S.L
Drop in cotton exports, interest rate

Tanzania
1984
1992
S.L.
Oil and interest rate shocks.

Togo
1979
1992
S.L
Oil and interest rate shocks.

Trinidad & Tobago
1989
1989
L

Tunisia
1867
1870
B

Turkey
1876
1881
B
Russo-Turkey War, budget crisis


1915
1932
B
WWI, European occupation, Depression


1940
1943
B
WWII


1959

S


1965

S


1978
1982
S.L
Oil and interest rate shocks.

Uganda
1981
1992
S
Oil and interest rate shocks.

Uruguay
1876
1878
B


1891

B


1915
1921
B


1933
1938
B
Depression


1983
1991
L
Oil and interest rate shocks.

Venezuela
1832
1840
B
Independence war and split from CAF


1848
1881
B
Revolutions and civil unrest.


1892

B
Civil unrest.


1898
1905
B
Revolutions and European blockades


1982
1990
L
Interest rate shocks and budget crisis

Viet Nam
1985
1992
L
Oil and interest rate shocks.

Yugoslavia
1895

B
Serbian default


1933
1960
B
Depression and WWII.


1983
1992
L
Oil and interest rate shocks and civil unrest

Zaire
1961

B
Default following independence





Budget crisis, and copper, oil and interest shocks.

Zambia
1983
1992
L
Oil and interest rate shocks.

Zimbabwe
1965
1980
B
Repudiation following independence

APPENDIX B‑ METHODOLOGY AND SOURCES
Appendix A lists all the major periods of sovereign debt servicing incapacity from 1800 through 1992. There are, however, several important issues involved in compiling such a list: 

Lender Only private lending—through bonds, suppliers’ credits or bank loans is considered. Intergovernmental loans such as World War I debts are excluded because of to the heavily political nature of such lending, and because private sector investors are nor directly affected.

Borrower Only lending, to sovereign nations is included. The volume of loans to states, provinces, cities and private corporations generally has been much smaller than to sovereign, governments. Furthermore, data and commentary on subsovereign and corporate defaults are scarce.

Extent of Default or Rescheduling

Every instance of technical default on bond or loan covenants is nor listed: such an endeavor would be virtually impossible. Instead we identified extended periods (six months or more) where all or part of interest and/or principal payments due were reduced or rescheduled. Some of the defaults and reschedulings involved outright repudiation (a legislative or executive act of government denying liability) while others were minor and announced ahead of time by debtor nations in a conciliatory fashion. The end of each period of default or rescheduling was recorded when full payments resumed or a restructuring was agreed upon. Periods of default or rescheduling within five years of each other were combined. Where a formal repudiation was identified its date served as the end of the period of default and the repudiation is noted in the notes (for example. Cuba in 1963) where no clear repudiation was announced the default was listed as persisting through 1992 (Bulgaria). Voluntary refinancings (Colombia in 1985 and Algeria in 1992) were not included.

Period Covered

The beginning of the nineteenth century was chosen as a starring point because of two important developments. First, the proliferation of constitutional forms of government led to more stable nation‑states that recognized their continuing liability to lenders (in earlier periods. most loans were made to individual rulers). Second, financial relations were becoming more institutionalized as witnessed by the growth of incorporated banks and stock exchanges.

Unit of Analysis

National names and borders change. Where a national name is changed but the borders and population stay roughly the same, then defaults are listed under the nation’s most recent name: New Granada is subsumed under Colombia. Santo Domingo under the Dominican Republic, and Rhodesia under Zimbabwe. Where a sovereign nation split into more than one country, defaults prior to the separation are listed only for the apparent successor country (Colombia‑ for example. after Ecuador and Venezuela became independent: Turkey. when Bulgaria. Romania and Montenegro left the Ottoman Empire: Russia, after the Soviet disintegration: and Austria, after the collapse Of the Austro‑Hungarian Empire). Defaults are not listed for six countries that no‑longer exist (Prussia, Westfalia, Hesse, Schleswig‑Holstein, the Transvaal and the Orange Free State). The East German default is listed under Germany. For an overview of the subject of state succession and public indebtedness see Hoeflict (1982).

Sources The primary sources were the annual reports of the Corporation of Foreign Bondholders and the Foreign Bondholders Protective Council. Borchard (1951), Hardy (1982), International Monetary Fund (1992), Suter (1992), Winkler (1933) and data provided by the Institute of International Finance. Appendix C lists these and some other useful sources. When the sources differed as to the date or duration of a default or rescheduling (as the) often did), we determined a consensus. Our list may not include small loans to minor debtors that were not publicly disclosed.
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� See Evaluating Sovereign Credit Risk: A Yield Analyst’s Guide, Salomon Brothers Inc, March 16, 1993


� Portugal (1843), Mexico (1867 and 1922) and Russia (1918) all have claimed that loans were assumed by illegitimate leaders without any benefit to the nation. See Hoeflict (1982).


� See Lindert and Morton (1989)


� See Eichengreen and Portes (1989) and Mintz (1951).


� See Suter (1992).


� See Evaluating Sovereign Credit Risk: A High-Yield Analyst’s Guide, Salomon Brothers Inc, March 16, 1993


� See Evaluating Sovereign Credit Risk: A High-Yield Analyst’s Guide, Salomon Brothers Inc, March 16, 1993


a See Appendix B for methodology and sources. b B = bond, S = suppliers, L = bank loans








