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ABSTRACT


In principle, there is no compelling reason for any nation to pay its debts.  National sovereignty precludes a creditor nation from attaching assets within the debtor nation’s borders and a poor nation usually has few assets outside of its boundaries.  In practice, nations do pay their debts.  Our paper explores the developing literature on the subject and concludes that debtor nations pay debts because of a combination of loss of future borrowing power and the penalty of loss of trade with other countries.  This, of course, effectively limits a debtor nation’s creditors to its trading partners.  In addition, the penalty, when imposed, does not have the effect of raising capital for debt payment.  Recently, the G8 have proposed debt forgiveness for the poorest of the developing countries.  While this may be a good first step in helping these countries, it does not address the issue of their continuing need for outside capital.   

This paper proposes the creation of a special purpose entity (SPE) under the auspices of the International Monetary Fund (IMF) that would guarantee bond issuances by developing nations, package them in relatively small denominations of $50,000 - $100,000 US, and auction them to the public.  Should a nation fail to pay its debt the SPE may raise funds through a punitive tariff on all exports from the developing country, administered by all nations that are members of the IMF.  


Data used in this paper were drawn from two well known sources, United States Government SPEs and the most recent World Bank Gross Domestic Product reports on all developing countries, to illustrate the feasibility and viability of the proposed Sovereign Borrowing entity (SBE).   Examination of this data appears to indicate that debt restructuring by sovereign nations may actually harm the countries’ GDP while a tariff may be better tolerated in harsh economic times.                            

Key Words:  sovereign debt, bankruptcy, default, debt restructuring, IMF, IBRD
JEL Code:  F18, F34

1. INTRODUCTION


The financial arrangements of the current system of sovereign debt are similar to financing in the nineteenth century.  Loans are made on general credit; the creditors do not have full access to the debtor’s books, and in many cases they do not have real control over how the money is spent or how it is to be repaid.  The remedy for default is the sovereign equivalent of debtor’s prison; that is, the drying up of trade credits and trade with the debtor country.  These sanctions do not aid the debtor nation in paying off its debt.  Recently, Great Britain has agreed to pay off 10% of the debt of developing countries
, but this does not reach the underlying problem of their need for outside capital.


The present paper proposes the creation of a special purpose entity (SPE) under the auspices of the International Monetary Fund (IMF) that would guarantee bond issuances by developing nations, package them in relatively small denominations of $50,000 - $100,000 US, and auction them to the public.  Should a nation fail to pay its debt the SPE may raise funds through a punitive tariff on all exports from the developing country, administered by all nations that are members of the IMF.  

2. NATIONAL DEBT VS CORPORATE DEBT

Bulow, et. al. (2002) have likened debt of developing countries to corporate junk bonds, the main differences being collateral and control.  Corporate bonds generally have the assets of the firm for backing.  Further, should a corporation have poor governance, the trustee in bankruptcy has the option to completely replace the management team.  Neither of these two options is feasible with national debt.  The markets also rate the debt of developing countries at junk-bond levels, viewing them as more than likely to default (generally a 50% writedown is anticipated over the next decade.  (Bulow, et. al. (2002))


A further problem exists in the size of the debt and its uses.  While it has been observed that in general the total national debt of a developing country amounts to only three to six months of its GDP, this is deceiving (Bulow, et. al., 1997).  For example, a $20,000 credit card bill can be an extreme burden on a family making $40,000 per year, but $500,000 debt may be manageable for a family making $1,000,000 per year.  The difference is the fact that the family with a small income will still have to buy certain necessities for living, which must take priority over debt repayment.  


Sachs (2002) has developed this concept further with his so-called “poverty trap.”   He notes the large number of small developing countries (SDC’s) that have been in a constant state of financial crisis for many years and that the only ones that have been “cured” of high debt were the countries with larger gross domestic incomes (GDI’s) initially.  From this he infers that, in contrast to the neo-Classical view, savings and capital accumulation rates are non linear.  Low income countries will be spending more on basic survival rather than the building of capital.  As a consequence, these small countries will never be able to lift themselves out of poverty.  The problem with lending from multinational agencies such as the IMF and World Bank is they have been prone to use arbitrary formulas for lending (and lending only enough to avert disaster, rather than solve the problem).  Sachs proposes that debt renegotiations take into consideration the fact that maximization of debt repayments is only one of a series of objectives.  Other objectives are: (a) giving the insolvent country a fresh start, (b) preserving its public functions, and (c) achieving its development objectives.  This calls for the creditor countries and International Financial Institutions (IFI’s) making independent plans and estimates for the debtor countries’ development, all of which will be reviewed by an independent review panel.  The objective here is not just to maximize debt repayment but to pull the country out of the poverty trap.


All of the above literature, however, begs the question of why a nation would bother paying its debts.  The age of gunboat diplomacy, where a powerful nation could sail into the harbor of a defaulting debtor nation and seize its assets, is past.  Most developing nations do not have assets of high value outside of their borders subject to seizure.  Still, nations that renounce their debt entirely are almost non-existent.  Nations in financial trouble usually undergo financial reorganization under the auspices of the IMF and renegotiation of debt under the Paris and London Clubs.  Again, why would they go to this trouble if they can simply renounce their debt?


Eaton and Gersovitz (1981) have advanced the “Reputational Capital” model.  In their model the loss of future borrowing power is greater than the amount of debt renounced.  This has been questioned by Bulow and Rogoff, (1989) who argue that loss of reputational capital alone cannot account for the full value of the debt renounced.  Rogoff and Zettelmeyer (2002) have noted that the literature of the 80’s does not give easy solutions.  It would appear the true economic loss is both loss of reputation and the fact that individual lawsuits against a nation would trigger cross-default clauses in all contracts of the country.  This would entail a “rush to the courthouse” by all creditors and imperil ongoing IMF loans.  

Another cost of default would be the drying up of trade credits for both imports and exports (Cohen, 1991, Kaltesky, 1985, Rogoff, 1999).  This could effectively cut off the debtor’s trade with the outside world and bankrupt merchants in the debtor country that could depend on this trade.  Rose (2002) has also noted that a country’s problems with portfolio creditors may have an adverse impact on foreign trade.  In his paper Rose notes that a typical debtor country’s outside trade shrank on average 8% a year and the effects lasted for fifteen years after renegotiation of debt under the Paris club [Rose (2002) p. 19].  One question that was not explored was whether this was a punishment by the creditor countries for defaulting or a natural consequence of a poor economy.  


In a paper released later the same year Rose (2002) finds a high correlation between the amount of loans a creditor country makes to a debtor country and amount of trade with the debtor country.  This seems to add weight to the hypothesis that trade can be used as a lever to obtain favorable terms by the creditor.  Should this be the case, it would appear the market for government bonds of developing countries is limited to the trading partners of the debtor country.  Potential creditors in other countries may not have the power to enforce payment under present arrangements.  
3. RENEGOTIATING NATIONAL DEBT


When a nation finds itself unable to make timely payments on its debt it must first go to the IMF to obtain temporary financial relief and submit to a program approved by the IMF to relieve the underlying problem.  Once the country has agreed to the IMF program it petitions the “Paris Club” to renegotiate its debt.  The Paris Club is an (ad hoc) informal organization of nations that work to reschedule loan repayments on terms the debtor nation can afford to pay.  It can lengthen the terms and/or change the interest rates, depending on the needs of the nation.  This club has no formal enforcement powers and works by consensus.  The process usually takes six to eight months.  Afterwards, the nation goes to the London club to work out its private loans.  In general, the London Club reschedules loans using the same terms as the Paris Club.  This arrangement has generated some criticism.  Typically, the criticism is that the IMF has a “one size fits all” policy that does not take into full consideration the specific problems in each country (Stiglitz, 2002).  Also, the mere existence of supra national organizations may create a “moral hazard” problem.
  Additionally, the fact that the Paris Club operates by consensus without enforcement authority may create a “free rider” problem
 (supra).  Finally, the entire process of negotiation engenders serious problems with informational asymmetries and adverse selection.
   

3.1   Off balance sheet financing and SPEs for sovereign borrowing.


With the Enron and World Com scandals the Special Purpose Entity (SPE) has acquired a rather questionable reputation.   Much of this is undeserved.  The SPE was originally conceived as a method of allowing companies to avoid capitalization of certain types of leases under Financial Accounting Standard (FAS) 13.  Under the original SPE rules outside investors would contribute at least 3% (now 10%) of a company’s capital while the originator company could guarantee as much as 90% of the SPE’s debt.  In many cases this allowed the SPE to obtain lower financing rates than the originator company’s normal borrowing rate.  Additionally, the SPE had the cosmetic effect of keeping the liabilities of the project off the originator company’s books
.


The SPE is still used broadly in private industry and in some cases in governmental entities.  In the United States the Federal National Mortgage Association (Fannie Mae) and the Governmental National Mortgage Association (Ginnie Mae), among others, function as SPE’s.  In addition Japan has formed offshore SPE’s to handle non-performing loans and enhance the income statements and balance sheets of their commercial banks.  


The international financial institutions (IFI’s) such as the World Bank or the IMF also function as a form of SPE for the United Nations and the world community.  They generally couch their aid to developing countries in the form of loans or loan guarantees.  This allows the developed countries to utilize leverage in aiding developing countries.  As an example, the World Bank is capitalized at $189.5 billion while only $11.5 billion  has been paid in by the subscribing countries (Bulow, et.al. 2002)
.
3.2 Comparative Statics of Known U.S. Government SPEs and Proposed Sovereign Borrowing Entity (SBE) 

By far the best known United States Governmental SPEs are Ginnie Mae (GNMA), Freddie Mac (FRE), Fannie Mae (FNMA) and Sallie Mae (SLM).  All four are institutions founded by the U.S. Government
.  Their responsibility is to provide liquidity for the housing and student loan markets and rate, grade, securitize, and frequently auction underlying claims (mortgages and/or loans).

The main focus of Ginnie Mae is to ensure liquidity for U.S. Government insured mortgages, including those insured by the Federal Housing Administration (FHA), the Veterans Administration (VA), and the Rural Housing Administration (RHA).  The majority of mortgages securitized as Ginnie Mae MBSs are those guaranteed by the FHA.  FHA mortgagees are typically first time home buyers and low income borrowers.  Sallie Mae, on the other hand, guarantees the timely payment of interest and principal for college education (student) loans, while Fannie Mae is a hybrid of Sallie Mae and Ginnie Mae.  
Table 1
, below, summarizes the attributes of the proposed sovereign borrowing entity (SBE) and Sallie Mae, which appears to be the closest equivalent among the U.S. Government SPEs.

Tables 2 presents some descriptive statistics from another well-known government SPE, Freddie Mac (FRE) for the 15 year period 1990-2004.  From the statistics it transpires that mortgage purchases during this period increased by a multiple of 11.25 times, while the issuance of mortgage backed securities (MBSs) increased by a factor of 9.8 times.  As can be seen from Charts 1 and 2 the delinquency rates of all loans, which include Freddie Mac loans, is higher than the delinquency and foreclosure rates of conventional loans.  This is expected as the buyers under Freddie Mac are usually first time buyers making comparatively low down payments.  


The default rates of Sallie Mae student loans are not published in detail, but Sallie Mae has estimated that “Consistent with historical experience, the assumed average lifetime default rates are 15 percent for borrowers attending four-year schools, 30 percent

for borrowers attending two-year schools, and 10 percent for borrowers attending graduate or professional schools
.”


The Sallie Mae and Freddie Mac data indicate default rates diminish with the maturity of the borrower.  In a similar fashion, we suggest the default rates of LDCs who obtain loans from the proposed SBE will diminish as the countries develop.

4. A Model FoR a Sovereign Country Borrowing Under an SBE


Let us assume there is one country, α, that wishes to borrow money.  It may choose to borrow directly from a creditor country, μ, or borrow through the SPE.  Should α borrow through μ and finance with the issuance of sovereign bonds, it will face the penalty of trade restrictions in the event of default.  Rose (2002) and Rose and Spiegel (2002) have demonstrated that these restrictions can be and apparently are used in such circumstances.  They do not seem particularly effective as the punishment hurts the creditor in trade as well as the debtor, without actually remedying the default.  Apparently the market does not think highly of this as a remedy, hence the trading of these obligations at junk bond levels.  


Should the country choose to go through the SPE, it will receive a loan amount of L from the SBE.  We begin with a two-period model in which L will be received in period one and repaid in period two at D where D = (1+rα)L; and rα is the debtor country’s cost of capital.  Loan proceeds will be used to enhance trade with other countries, thus fostering diversification of trading partners and giving the debtor country revenues in the second period of ψTα; where, Tα is the total amount of exports from the debtor country.  It is further assumed the prices of the exports are inelastic.  The utility function in country α will satisfy the following condition:

E1(Uα) = U(Cα1) + βE(U(Cα2))  


(1)

where U’ >0, U”<0, Cαt represents the consumption of country α in period t (t=1,2) and β = 1/(1+rα ) represents the debtor’s discount rate (Rose and Spiegel, 2002).


Consumption in period one will be:

Cα1 = Yα1 + Lα 




(2)

Where Yα1 is the debtor country income and Lα stands for the country’s sovereign liabilities.  If the debtor country decides to default, it is no longer faced with penalties of trade restrictions.  The question is how it is to pay the debt.  Payment of the debt in period two will yield a second period consumption of:

Cα2 = Yα2 + ψTα – D



(3)

Should the country decide to default on payment, their consumption function will be:

Cα2 = Yα2 + ψTα – Δ



(4)

Where Δ represents the loss of foreign trade and is equal to (1+rθ)L, rθ > rα, and rθ represents the new discount rate of the country in default, adjusted for costs of reputational capital and loss of foreign trade.  

From equations (3) and (4) it is evident the utility maximizing choice of the debtor country will be to pay its debts under all circumstances.
5.   an illustration based on  data from the world bank gdf report on all developing countries

What are the effects of debt rescheduling and imposition of tariffs on the GNP of the debtor nation?  To answer this question we examine the relationship of rescheduling debt to a country’s GDP and reserves.  Further, we also examine the GNP revenues of debtor countries to determine if there are sufficient revenues to impose a tariff.  We begin with a brief discussion of the tests and follow with the results.  

5.1  The relationship of GNP to rescheduling

A necessary condition for tariffs to be applied is the availability of exports to apply tariffs such that the unpaid principal and interest are recovered.  The World Bank data does not provide default rates.  However, the amount of debt rescheduled serves as a proxy for loans in default.  As such, the regression equation is
:
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where 
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5.2  Reserves and rescheduled debt

Another consideration for a SBE is the stability of reserves in an environment with potentially higher default rates.  The following regression is used to examine the relationship between reserves and defaults:
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where 
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[image: image11.wmf]  

b

1

<

0
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5.3 Tariffs and GNP

Next, the amount of tariffs needed to cover unpaid interest and principal payments is considered.  To verify, the required tariff rate is computed each year as the amount of principal and interest in arrears divided by GNP:
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where 
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 represents interest and principal in arrears. From these the arithmetic mean is calculated (
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That is, provided the required tariff rate is less than one hundred percent of GNP there are sufficient exports from debtor countries from which unpaid interest and principal can be recovered.

5.4  Results

Gross National Product and rescheduled debt

OLS regression was performed on (5) to yield 
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 with a t-stat of 11.54 and 
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 with a t-stat of -3.08.  This reveals a potentially troubling negative relationship between rescheduled debt and gross national products. Countries that have trouble repaying debt are also producing fewer products and services for export, indicative of deeper financial troubles.  However, the amount of GNP is still nonzero and thus it is still possible that there is sufficient GNP to recover unpaid interest and principal.

Reserves and rescheduled debt

OLS regression of equation (6) produces 
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 with a t-stat of 9.75 and 
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 with a t-stat of -3.4161.  A separate analysis shows interest payments collected increase with debt rescheduling.  These results reveal another potentially troublesome behavior: reserves diminish with defaults.  This indicates that although rescheduling loans that are near or in default yields additional interest payments, they are insufficient to contribute to reserves.  

Tariffs and GNP

The tariff rate,  
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 is rejected at the 1% level using a one-sided t-test.  These results indicate there are sufficient GNP revenues to apply tariffs in order to recover delinquent interest and principal payments.

Conclusion

The World Bank reschedules loans that are in or near default.  As the analysis here shows, GNP, reserves, and principal collected diminish with the level of debt rescheduling while interest collected increases. Thus simply rescheduling loans will not generate enough funds to maintain a stable level of reserves.  However, a small tariff (<5%) applied to GNP is sufficient to cover interest and principal payments in arrears. It should be remembered that: the World Bank data represents aggregate data, therefore we can not assume tariff money is collected from a specific defaulting debtor country.  The risk premium charged for each country would, of course, depend upon the specific GDP and financial situation of the potential debtor country.  
6.  an illustration BASED ON DATA FROM US GOVERNMENT SPE’s

The Sovereign Borrowing Entity  (SBE) will operate in a higher default rate environment than U.S. government-sponsored SPEs (US-SPEs).  In such an environment interest will be collected from a smaller percentage of loans.  However, the combination of higher interest rates (to compensate for higher risk) and the presence of credit enhancements
 may offset the effects of increased defaults.  This leads to the profitability sensitivity hypothesis.
Profitability sensitivity hypothesis.  The profit margin of firms that securitize loans is insensitive or positively related to the default rate of underlying loans. 

To test this hypothesis we analyze data obtained from COMPUSTAT, Reuters Corporate Spreads for Industrials and annual reports of Fannie Mae, Freddie Mac and Sallie Mae, for various sub-periods between 1968 and 2004 (whenever are available).  Using these databases, we compute the profit margin of these SPEs over time and estimate the effect of risky debt on such margins.
6.1  Model

It is important to illustrate the connection between profit margin and default rate given the likelihood of higher default rates by poorer LDCs.  In addition, delinquencies have the potential to impact earnings adversely through increased servicing costs, collection costs, and account charge-offs.  Therefore, delinquency rates capture much of the cost of carrying risky debt as do default rates.  Hence, given the availability of a sufficient number of observations, we should be able to infer the impact of default rates on profit margins using delinquency rate data.  This is shown in Table 2, which presents the U.S. delinquency and foreclosure rates (as a percentage of outstanding loans) for all loans and for conventional loans during the period 1990 – 2004.  However, the number of observations available is not large enough to yield statistically significant results.

Nevertheless, since the primary purpose of this exercise is to provide a practical illustration, we shall proceed with the empirics and rely on quarterly delinquency data from the three U.S. sponsored SPEs (FNM, FRE and SLM).  To test the profitability sensitivity hypothesis, we apply the CAPM model to profit margins and include delinquency rate 
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where profit margin 
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6.2  Model inputs

In order to run the regression specified in equation (5), three data items are needed: i) the profit margin over time for each US-SPE, the market profit margin over time, and delinquency rates over time.  US-SPE profit margin data are extracted from COMPUSTAT for FNM, FRE, and SLM for the periods 1968 – 2002, 1986 – 2004 and 1981 – 2004, respectively.  The market profit margin is computed on a year by year basis as the equal-weighted profit margin for all companies with nonzero sales.  Default rate data are extracted from the U.S. delinquency and foreclosure rate for all loans during the period 1990-2004 data previously shown in Table 2.  Although default rate is not explicitly published, we consider the foreclosure rate as an indicator of default rate. 
6.3  Results

Regression equation (8) is run for each of the three US-SPEs and results are reported in Table 3 below with standard errors in parentheses.  While the number of observations do not yield statistically significant results, we do notice that there is a positive relation of the profit margin to the delinquency rate.  We must leave further investigation of this to other papers with better data. 

7.  RECOMMENDATIONS


This paper proposes a new type of sovereign bond issuance where risk is largely determined at the time of issuance and greater transparency is offered to the purchasers.  The International Monetary Fund will create a sovereign borrowing entity (SBE) that will be modeled after the Federal National Mortgage Association (Fannie Mae) in the United States.  They would examine the debt capacity of countries interested in offering bonds on the market in a manner similar to that used by Moody’s or Standard and Poor’s or an investment bank deciding whether to underwrite a private bond offering
.  An acceptable price would be found commensurate with the market ratio.  The SBE would then package the issuance in a manner similar to the Fannie Mae bonds in the United States and sell them at auction on a regular basis.  They will guarantee the bonds at a certain interest rate.  Should a nation fail to pay when due, the agency will have power to levy a tax or tariff on the exports of the debtor country.  This will give the agency enforcement capabilities through its member nations.  In addition, the debtor nation will make its books available to the SBE and funds will be released only as the projects, such as roads or schools, are completed.  This should open the markets for developing country bonds to a worldwide group of investors.  Since there will be no one nation heavily invested in the debtor country (diversification effect), the temptation to restrict trade will be minimal.  Instead, a tariff can be better tailored to collect revenues with minimal effects on the debtor country’s external trade. 


In perspective, our recommendations for an SBE based sovereign debt structure contain implicitly several advantages and financial safeguards, as follows:

1.
The auctioning of the SBE-claims on a regular basis will foster some semblance of practical diversification, which will enable claim-holders to develop risk-adjusted measures of return for these SBE bonds.

2.
The guarantee provisions of SBE claims by the IMF will likely upgrade these claims eventually to investment grade and improve their liquidity and marketability.  In the long-run, as the default probabilities of such bonds are reduced (or, at least, bounded), some financial institutions may wish to employ them as instruments of portfolio immunization along with other investment quality claims.

Tables and Charts

Table 1 – Sallie Mae and proposed sovereign borrowing entity attributes

	Similarities Between a U.S. Government SPE (SLM) and Proposed Sovereign Borrowing Entity  (SBE)

	SALLIE MAE (SLM)
	Proposed SOVEREIGN BORROWING ENTITY (SBE)

	Rates, Grades, Securitizes and auctions off loans of College Students
	Rates, Grades, securitizes and auctions off the loans of Less Developed Countries (LDCs)

	Funds are released as academic work progresses (on a semester basis)
	Funds will be released as projects progress (on a quarterly basis)

	Loan repayments are typically made.  Student borrowers will repay old loans by taking new loans (refinancing)
	Loans typically will not be paid off, rather they will be replaced with new loans.  This will allow more interest to be earned (from refinancing).

	Default is mitigated by a screening (monitoring) process and the refinancing of loans.
	Default will be mitigated by a screening/monitoring process (rating, grading, and frequent auctioning) and the refinancing of loans.


Table 2 – U.S. delinquency and foreclosure rates   frame

	Percent Of Outstanding Loans

	All Loans
	Conv Loans

	Delinquency Rates
	Foreclosures

Started
	Delinquency Rates
	Foreclosures

Started

	
	60-90 Days
	> 90 Days
	
	60-90 Days 
	>90 Days 
	

	1990
	0.82
	0.78
	0.29
	0.51
	0.44
	0.26

	1991
	0.83
	0.86
	0.35
	0.52
	0.5
	0.22

	1992
	0.7
	0.8
	0.34
	0.44
	0.47
	0.26

	1993
	0.65
	0.79
	0.31
	0.39
	0.43
	0.22

	1994
	0.69
	0.76
	0.33
	3.43
	0.43
	0.22

	1995
	0.72
	0.73
	0.33
	0.47
	0.41
	0.25

	1996
	0.73
	0.63
	0.33
	0.44
	0.32
	0.24

	1997
	0.75
	0.65
	0.37
	0.46
	0.35
	0.27

	1998
	0.73
	0.64
	0.37
	0.44
	0.32
	0.27

	1999
	0.67
	0.6
	0.3
	0.37
	0.28
	0.21

	2000
	0.79
	0.66
	0.31
	0.44
	0.28
	0.23

	2001
	0.87
	0.78
	0.38
	0.55
	0.35
	0.28

	2002
	0.79
	0.82
	0.37
	0.5
	0.42
	0.27

	2003
	0.71
	0.8
	0.4
	0.84
	0.3
	0.2

	2004
	0.66
	0.73
	0.4
	0.35
	0.29
	0.2

	*Percent of outstanding loans

	Note: data are as of year-end except for 2004 (1st quarter)

	Source: Mortgage Bankers Association

	As quoted in Freddie Mac Factbook 2004


Table 3 - Regression results for quarterly data
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	FNM
	8.98 (12.35)
	-1.19 (1.15)
	17.30 (22.50)
	32
	0.05
	-0.01

	FRE
	98.83 (42.89)
	-13.01 (3.74)
	183.26 (77.34)
	17
	0.60
	0.54

	SLM
	0.49 (2.20)
	-2.63 (1.58)
	2.84 (2.05)
	17
	0.17
	0.05


Chart 1 – 60-90 day U.S. delinquency rates      Chart 2 - >90 day U.S. delinquency rates
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ENDNOTES

� “UK Pledges Intl Debt Relief; Urges Other Lenders Do Same”  The Wall Street Journal. September 26, 2004  Found at � HYPERLINK "http://online.wsj.com/article/0,,BT_CO_20040926_001724,00.html" �http://online.wsj.com/article/0,,BT_CO_20040926_001724,00.html� .  The U.K. pledge was augmented by more concrete pledges made at the G8 Glenn Eagle summit, held in June, 2005, Scotland, U.K.  See IMF Survey, Vol. 34, No. 13, July 18, 2005, p. 2003





� In general, the concept of moral hazard stems from the idea that insurance against some unforeseen event may actually encourage it to occur.  As applied to multinational finance, the IMF has arranged standby “funding packages” for several emerging-market countries in financial crisis.  Several experts have expressed concern that this could have long-term adverse effects on the world economy.  For creditors it encourages lending to poor countries without factoring fully the importance of financial risk.  Thus, some debtor countries may obtain financing without undertaking needed economic reforms.  


	Another case of moral hazard exists when we see the private creditors egging the IFI’s on to bail out the bankrupt debtor countries, although we “…know that it would be better, from an efficiency standpoint,…” if they could precommit not to bail out the countries in distress.  Bulow (2004),  further states the IFI’s …”are probably making loans that earn zero economic profits. Therefore the IFIs facilitate excessive lending”.  (ibid, p.6)  


� Sachs (1986) has outlined the “free rider” problem of renegotiating debt in the current environment.  When a country defaults on debt involving several creditors it is to a creditor’s advantage to hold out in any renegotiations, rather than join in with the rest of the creditors.  In this way the creditor may sue to enforce their legal rights and obtain a better settlement than other creditors, which can cause a destructive race to force a debtor to pay through the courts.  Balanced against this is the problem of jurisdiction.  The fact is, that these lawsuits are brought in a country other than the debtor country.  Unless the debt is secured by collateral located in another country the debtor nation can simply refuse to pay.


� Informational asymmetries arise when the assumption of perfect information of neoclassical economics theory is violated by the presence of differential information among the market participants engaged in negotiations and/or transactions.  The presence of such informational asymmetries may affect asset values through a nexus of economic distortions that manifest themselves as “agency costs”, “signaling costs”, “moral hazard costs”, “free rider costs”�, and “adverse selection costs”, among others.  In general the presence and costs of informational asymmetries are higher in the mixed market economies of the developing (debtor) nations than they are in the market economies of the G7 (creditor) countries.  Much of the problem can be traced to lax accounting standards, poor record keeping and internal auditors controled by those audited.  The consequences of this “agency-like” phenomenon are compounded by the confounding of the roles of those being audited (agents) and those performing audits (principals) (Johnson, 1992).


� It should be noted here that since the early 1970s many science and technology based companies have employed SPEs to finance their research and development activities.  Known variably as SWORD or R&D limited partnerships (LPs) these spun-off entities have become the financing vehicles of choice for chemical and pharmaceutical companies, where R&D activities are characterized by high costs of financing, long horizons, great uncertainty and lengthy regulatory approval processes.  Such R&D SPEs involve an additional type of agency problem, i.e. between the investors of the SPEs and the management of the parent company.  Of course, the ultimate test for SWORDS and R&D LPs as financial innovations is whether they enable parent companies to raise capital at a lower cost for a unique class of assets like R&D or to raise capital that could not be gathered through other traditional financing modalities.  


� This enables countries such as the United States to guarantee $30 billion in loans while showing on the books that the World Bank membership has only cost them $2 billion throughout its history (Bulow, et.al  (2002) p.236).





� While we realize that the problem associated with the sub-prime loan crisis have put these companies in the spotlight we also believe that their long and successful record will ensure their future survival in some enhanced organizational forms.


� CBO Papers, The Experience of the Stafford Loan Program and Options for Change, Congressional Budget Office, 1991





�  All variables are scaled by total debt stocks to account for inflation and ensure stationarity.


� Credit-enhanced loans are loans for which the lender or a third party has retained primary default risk by pledging collateral or agreeing to accept losses on loans that default (e.g., private mortgage insurance provider). In some cases, the lender's or the third party's risk is limited to a specific level of losses at the time the credit enhancement becomes effective.


� These are flow-through securities.   





0
[image: image35.jpg]


June 24-26, 2009

St. Hugh’s College, Oxford University, Oxford, UK

24
June 24-26, 2009

St. Hugh’s College, Oxford University, Oxford, UK


_1066673583.unknown

_1066680377.unknown

_1066684851.unknown

_1157398292.unknown

_1066673620.unknown

_1066295267.unknown

_1066295272.unknown

_1066295275.unknown

_1066295269.unknown

_1066295264.unknown

