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1 - Introduction  
 

In many developing countries and emerging markets, the past two 
decades have been characterized by an increasing share of the private sector 
in total external borrowing. It is often argued that this evolution raises the risk 
of sovereign default since private-sector financial troubles may result in large 
public bailouts, jeopardizing government solvency despite otherwise healthy 
public finances (Corsetti et al. (1999), Reinhart (2008)). From this 
perspective, “capital flow bonanzas” hurt government creditworthiness, 
regardless of whether they reflect large borrowing by the private sector or a 
massive increase in public debt.  

In this paper, we consider the political-economic forces which 
influence the behavior of indebted governments, and argue that a larger 
amount of private external borrowing may, under some conditions, reduce the 
risk of sovereign default. Our key argument runs as follows: public borrowing 
eventually leads to repayment obligations which force the government to raise 
taxes. Without a countervailing force, a government that maximizes its 
political support among the domestic population is tempted to deny 
repayment. We argue that enhanced private-sector access to international 
capital markets creates such a countervailing force, i.e. it generates a group of 
agents – an “entrepreneurial class” – who are particularly vulnerable to the 
sanctions and disruptions resulting from government default. As the size and 
stake of this group increases, the attractiveness of sovereign default declines. 
The comparative-static results we present highlight the importance of 
financial liberalization and institutional quality: by encouraging the expansion 
of the entrepreneurial class, both types of reforms create a constituency whose 
potential opposition lowers the risk of sovereign default. Based on these 
results we argue that not only the country’s total external debt but also the 
relative share of private and public liabilities should matter for assessing a 
government’s creditworthiness.  

The rest of the paper is structured as follows: the next section offers a 
brief review of the relevant literature and highlights our own contribution. In 
Section 3, we present our model assumptions, characterize the equilibrium, 
and derive comparative-static results. Section 4 summarizes and sketches 
directions for future research. 
 
2 - Review of the Literature  
 

The literature on the causes and consequences of sovereign risk 
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argues that, in the absence of a supra-national enforcement institution, a 
government’s incentive to repay its foreign debt crucially hinges on the costs 
a country faces in case of default.2 While it is quite obvious that these costs do 
not affect all citizens of a country in the same way, there are few studies that 
explicitly allow for conflicting interests with respect to sovereign default.3

 

Notable exceptions are Saiegh (2005) and Tomz (2002). Saiegh (2005) 
sketches a model which is based on the Eaton/Gersovitz (1981) assumption 
that countries are denied access to international capital markets after a default: 
since agents differ in their ownership of productive assets, the net benefits 
from default are distributed unevenly across the population. Whether the 
government defaults is thus a matter of group size and political influence.3 
Tomz (2002) documents how the sentiment of workers increasingly turned 
against compliance with international repayment obligations before the 
Argentine default of 2001.  

In this paper, we further explore the political economy of sovereign 
default and highlight one kind of distributional conflict that we consider 
particularly relevant for a government’s default decision -namely, the conflict 
between “entrepreneurs” who borrow abroad and whose fortunes are closely 
linked to the government’s treatment of foreign lenders, and “workers” who 
benefit from default through lower taxation. The notion that private-sector 
exposure to international capital markets raises the political costs of default is 
supported by the studies of Tomz (2004) as well as Arteta and Hale (2008): 
                                                            

2 See Eaton and Gersovitz (1981),Bulow and Rogoff (1989), Cole and Kehoe (1997), Rose 

(2005). Eaton and Fernandez (1995) as well as Sturzenegger and Zettelmeyer (2006) offer 

excellent surveys.  
3 Several studies provide empirical support for the idea that “political factors” – e.g. the 

proximity of elections or the characteristics of the instititutional environment – have a 

significant effect on countries’ perceived creditworthiness and the likelihood of default (See, 

e.g., Manasse et al. (2003), Van Rijckeghem and Weder (2004), Block and Vaaler (2004)).  
3 Amador (2002) highlights another channel through which political considerations enter a 

government’s default decision: if parties alternate in power, their ability to implement the 

Bulow/Rogoff (1989) investment scheme is limited by the incentive to overconsume. In a 

world in which defaulting countries face an embargo by international investors, the incumbent 

government may therefore choose repayment.  
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Tomz (2004) shows that agents’ attitude towards debt repayment depend on 
their professional and educational background: agents for whom access to 
international capital markets is important support debt repayment while public 
employees and individuals who are dependent on public welfare payments
are more likely to advocate sovereign default. The empirical findings of 
Arteta and Hale (2008) indicate that sovereign default worsens firms’ access 
to international credit markets and thus hurts those who are most reliant on 
foreign credit.  

These observations suggest a distributional conflict between agents 
with a large exposure to international capital markets on the one hand and 
workers, nonleveraged firms, and public-sector employees on the other hand. 
Our theoretical model formalizes this idea and identifies variables that affect 
default risk through their impact on private borrowing. Specifically, we show 
that institutional reform – in particular, financial-sector liberalization and 
lower corruption – enhances political support for repayment by increasing the 
size of the entrepreneurial class. We thus provide a theoretical underpinning 
to the notion that financial liberalization – apart from triggering 
“overborrowing” and “capital flow bonanzas” – may create political 
opposition to sovereign default.  
 
3 - A simple model of international borrowing and default risk  
 
3.1 Structure and assumptions  
 

We consider a small open economy where firms produce a tradable 
good whose price is normalized to one. There is a large number of risk-
neutral, ex-ante identical agents with total mass one. Agents live for one 
period and leave no bequests.  

At the beginning of every period, the government borrows an 

exogenous amount G at the gross interest rate GR . A share   of government 

borrowing is used productively while  G1  is consumed by the 
government. We assume that there are no domestic savings, hence all 
borrowing – public and private – is international borrowing. At the end of the 
period, the government decides whether to pay back the loan or to default. We 
denote the likelihood of repayment by q .  

International capital markets are populated by risk-neutral investors 

who have access to an asset which pays the risk-free interest rate WR . We 

assume that the interest rate paid by the domestic government  GR  does not 
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exceed some finite upper boundary GR . Hence, GR = min GW RqR ,/ .4 In 

case of default in period t , the government is shut off from international 

capital markets in all subsequent periods, hence 0 jtG  for all 1j .5 If the 

government does not default, it has to raise taxes GRT G  to finance 
principal and interest payments. We assume that the tax burden is the same 
for all agents in the economy.  

The representative firm uses the following technology: 
  iii GLY    (1) 

In (1), iY  is the firm’s revenue, iL  is the amount of labor employed by firm i , 

and i  is an idiosyncratic productivity shock with two realizations:  1,0i . 

Productivity shocks are identically and independently distributed across firms 
and time, and the probability that 1i , i.e. that a firm is “successful” in a 

given period, is p . As a consequence, a share p  of firms is able to produce 
positive output while the rest goes out of business. If the government is 
unable to finance its expenditure  0G  agents have access to an alternative 
linear production technology whose output we normalize to zero.  

Once government spending has been determined, agents decide 
whether to become entrepreneurs or workers. An entrepreneur sets up a firm 
before i  is realized. We assume that setting up a firm requires a fixed 

payment K , which should be interpreted as the cost of establishing a brand 
name, acquiring a customer base etc.. Since agents are born without an 
endowment, they have to borrow this amount on the international capital 
market. The interest rate an entrepreneur has to pay to foreign creditors is 

denoted by PR . If the entrepreneur is “successful”, i.e. if 1i , she hires 

workers, pays wages as well as interest and principal on her loan, and retains 
the rest. At the end of the period, she sells the firm to an entrepreneur of the 

                                                            

4 Note, that this assumption is not restrictive as long as 0q  – which is likely to be satisfied 

since positive government borrowing would not be possible if default were certain.  
5 Our main argument would still hold if we assumed that, after a default, the government is 

unable to borrow for a limited number of periods.  
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next cohort at a price iV . If the entrepreneur fails – i.e. if 0i  – she 

becomes a worker. To allow for varying degrees of contract enforceability, we 
introduce the parameter  1,0  and assume that, in case of failure, 

international creditors get hold of the amount KRP .6 In the extreme case of 

1 , private contracts are perfectly enforceable across national boundaries. 

Conversely, if 0 , a failed entrepreneur who declares “private default” is 

able to abscond completely, and the foreign creditor has to write off the entire 

loan. It follows that PR  is given by  

  pp

R
R

W
P




1
.  (2) 

We assume that (foreign) borrowing is also associated with a fixed 
cost c . This parameter depends on the quality of the “financial 
infrastructure”, with lower values reflecting, e.g., a higher degree of 
competition in the financial sector, and a more favorable character of 
government regulation. Hence, “financial deregulation” is reflected by a lower 
value of c .  
 
3.2 Entrepreneurs and workers  
 

Given the structure of our model, the expected utility of an 
entrepreneur can be written as follows:  
 
       

       KRcwqKRcTwqp

VcKRqVTcKRqpUE
PP

D
i

P
i

ND
i

P
i

e
i









11

1
,  (3)  

  
where i  is revenue minus wages, w  is the real wage, ND

iV  is the value of 

the firm if the government honors its international debt, and D
iV is the firm 

value in case of default. Given our assumption that setting up a firm requires 

                                                            

6 Note that we assume that successful entrepreneurs comply with their repayment obligations 

and that private default only takes place in case of business failure. Hence, unlike Jeske (2006), 

we do not consider the repayment incentives of private borrowers.  
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an initial investment of K  and that 01 tG  if the government defaults in 

period t , it is straightforward to show that KV ND
i   and 0D

iV : if the 

government keeps supplying productive infrastructure, aging (successful) 
entrepreneurs meet the perfectly elastic demand of future entrepreneurs who 
are willing to pay the price K , i.e. exactly the sum it would take to set up a 
new firm. In case of default, production dies down, and there is no subsequent 
entrepreneurial class willing to purchase old firms. 

Using this result, we can reformulate (3) to get 

       pKGRqwpcKR
p

p
pUE GP

i
e
i 















 
 1

1
1  .  (4) 

The last term in brackets succinctly illustrates entrepreneurs' attitude 
towards public default: on the one hand, a defaulting government does not 
raise taxes which allows for higher consumption. On the other hand, 
government default destroys firm value, and this hurts successful 
entrepreneurs. 

The number of entrepreneurs n  is determined by a equilibrium 
condition which guarantees that the expected utility of becoming a – 
potentially failed – entrepreneur equals the expected utility of abstaining from 
international capital markets: 
 

  GqRwwpGqRcqKKR
p

p
p GGP

i 















 
 1

1
1  , (5)  

where the RHS gives expected utility of an agent who does not borrow. The 
technology given by (1) and the assumption that labor markets are perfectly 
competitive imply that 
 

    ii LG 1 ,  (6) 

  1  iLGw , (7) 

In a symmetric equilibrium, the number of workers per firm is given by the 
number of agents who decided not to borrow plus the number of failed 
entrepreneurs, divided by the number of successful entrepreneurs. Denoting 
the number of successful entrepreneurs by npm  , this means 
 

 
m

m
Li




1
, (8) 
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Using equations (6) –(8) as well as (2), we can simplify (5) to get 

 
1

111
1









 
















 








m

m

p

c
qKK

p

R

Gm

m W

  (9) 

Figure 1 demonstrates how the equilibrium number of entrepreneurs n is 
determined: the LHS of (9) is upward-sloping in   mm /1 , with the 

intercept given by 










p

c
qKK

p

R

G

W


1

. Conversely, the RHS is 

downward-sloping. The point of intersection gives the equilibrium number of 
workers per firm. The lower quadrant shows how to translate this value into 

the equilibrium number of successful entrepreneurs m . Dividing m  by p  

yields the equilibrium number of agents who set up firms, n . Accordingly, 

the volume of private foreign borrowing is given by Kn . 
 
 

Figure 1: The number of entrepreneurs  
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3.3 Comparative statics 
 

It follows from (9) that raising G  or p  has a positive effect on m  

whereas raising c  or WR  lowers the equilibrium number of successful 

entrepreneurs.7  Moreover, q  has a positive effect on m : a higher likelihood 
that the government will honor its debt and will be able to finance public 
infrastructure in the next period raises the expected value of a firm and thus 
makes it more attractive to become an entrepreneur. This relationship is 

depicted by the function  qm  in Figure 2. Note that   00 m  and 

  11 m : even if the government defaults for sure, current profits are strictly 
positive and the supply of entrepreneurs does not completely dry out. 
Conversely, diminishing returns to labor make sure that some agents will 
decide not to become entrepreneurs even if 1q . 
 

 
 
 
 
 
 
 
 
 
 
 
 
 

                                                            

7 While raising the likelihood of entrepreneurial success p increases m*, the impact on foreign 

borrowing n*K = m*K/p is ambiguous. The economic explanation for this result runs as 

follows: on the one hand, a higher likelihood of entrepreneurial success reduces the effective 

costs of borrowing. On the other hand, however, a higher share of` “surviving” entrepreneurs 

reduces the number of workers per firm and thus squeezes expected profits. While raising p 

may thus actually lower the volume of private foreign borrowing, the effect on RP is 

unambiguous: obviously, a higher value of p results in a lower interest rate. 
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Figure 2: The likelihood of repayment and the number of entrepreneurs 
 

 
3.4 The government's default decision 
 

When deciding whether to default on its debt, the government 
maximizes a weighted sum of domestic agents' utilities. The government is 
thus modeled as being “opportunistic” rather than “partisan”: instead of 
following a certain ideology or catering to certain agents' interests it chooses 
the policy that maximizes its political support.8 We assume that the weight of 
(successful) entrepreneurs in the “political support function” (Hillman 1982) 
is given by m  with 10  , while the weight of workers is  m1 . By 

linking the two interest groups' weights to m  we implicitly assume that large 
groups manage to overcome the collective action problems highlighted by 
Olson (1965), and that greater size enhances a group's political influence 

                                                            

8 Persson and Tabellini (2000) survey alternative ways to model a government's incentives and 

decisions. 

m*(q)
1 

1
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rather than reducing it.9 The political support function can be motivated in 
various ways: in a probabilistic-voting context (Coughlin et al. 1990),   
would reflect the concentration of group members' political preferences. In a 
lobbying scenario à la Grossman and Helpman (1994) it would depend on 
group members' ability to coordinate their financial support to the 
government. Note, finally, that in our setting, an increase in the size of the 
“entrepreneurial class” m  raises the volume of foreign borrowing  mK . The 

positive impact of a greater m  on entrepreneurs' weight in the government 
objective function could thus also be interpreted as resulting from this group's 
greater financial clout. 

Apart from entrepreneurs' and workers' preferences, the government 
takes into account the (economic and reputational) costs of default. These 
costs are represented by the variable   which is uniformly distributed on the 
interval   , . Note that the costs   may become negative: this is meant to 
reflect other exogenous political and economic shocks that possibly induce 
the government to discriminate against foreign creditors. Given our 
assumptions, we can state that a default takes place if the following condition 
is satisfied: 
 

    KGRmGRm GG   1   (10) 
 
The first term on the right hand side reflects workers' interests, who 
unambiguously benefit from a default. The second term reflects the position 
of (successful) entrepreneurs who are torn between the appeal of lower 
taxation and the desire to protect their capital gains. 

The inequality in (10) implies that the government chooses to repay 
its debt if the costs of default exceed a threshold value ̂  which is given by   
 

 mKGRG  ˆ   (11) 
 

Conversely, the government defaults if  ˆ . The likelihood of 
repayment is thus given by 

 

                                                            

9 Relaxing the assumption of linearity and replacing m  by a function  mf  with   0 mf  

would not affect our results. 
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 ˆ

q   (12) 

 
with   . Substituting (11) into (12), we get an equation that 

implicitly defines the equilibrium probability of repayment q : 
 

 



 mKGR
q

G 
  (13) 

 

Recall that the interest rate GR  charged by international investors is GR  for 

qq ~  and qRW /  for qq ~ , with GW RRq /~   and GR  the finite (but 
possibly large) upper bound on the government's interest rate. In Figure 3, the 

equilibrium likelihood of repayment q  is given by the point of intersection 
of the dotted 45-degree line and the solid line representing (13), which is first 
flat (for qq ~ ), then increasing and concave. 

The following assumptions are sufficient for the existence of such an 

equilibrium value q : 
 

Assumption 1: GR G . 
 

Assumption 2: KGRW   . 
 
Both assumptions have an obvious interpretation: Assumption 1 implies that 
the probability of repayment is strictly positive even if the government is 
charged the maximum interest rate. Assumption 2 implies that the government 
may deny repayment even if the interest rate is low and the costs of default 
are high. 

Note that the model exhibits the potential for multiple equilibria, i.e. 

there may be more than one value of q  that satisfies (13). The intuition 
behind this result is straightforward: an equilibrium where a low likelihood of 

repayment raises the interest rate GR  and therefore makes default more 
attractive for the government may coexist with an equilibrium where a default 
is less likely because more ”optimistic” investors charge a lower interest rate 

GR . 
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The following assumption is sufficient for the uniqueness of q : 
 

Assumption 3: 
G

W
G

R

R
GR


 , 

which implies that the flat part of the solid line in Figure 3 does not cut the 
45-degree line.10 Combined with the concavity of the non-linear part of the 
curve, this implies that there is only one point of intersection. 

Obviously, q  decreases in G  and increases in m . The latter 

relationship reflects the fact that, with m  increasing, the “capital costs” of 
default get a larger weight in the government's objective function, making it 
less attractive to default. This effect is magnified by a multiplier-like process, 

through which a higher level of q  lowers GR  which further increases q  etc. 

The relationship between m  and the likelihood of repayment is depicted by 

the line  mq  in Figure 4. Note that it follows from our assumptions that 

  00 q : even if there are no entrepreneurs, the costs of default may be high 

enough to induce the government to repay its debt. Conversely,   11 q : 
even if all agents are entrepreneurs, other shocks may be strong enough to 
trigger default. 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                            

10 Note that Assumption 3 implies Assumption 1. 
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Figure 3: The likelihood of repayment 
 

 
 
3.5 Comparative static properties of the equilibrium 
 

In Figure 4, the equilibrium values eqm  and eqq  are given by the 

intersection of the two lines  qm  and  mq , i.e. by the joint solution of 

equations (9) and (13). The fact that   00 q ,   11 q ,   00 m , 

  11 m guarantees that  qm  cuts  mq  from below. 
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Figure 4: The number of entrepreneurs and the likelihood of repayment 
in equilibrium 

 
How does this equilibrium react to changes in the exogenous 

variables? Most importantly, improving the financial infrastructure, i.e. 

lowering c, shifts the  qm  curve to the right: reducing the costs of 

borrowing makes it more attractive to set up a firm for a given value of q , 

raising  qm . The greater number of successful entrepreneurs, in turn, 

makes it less attractive to default and raises q . As a result, both eqm  and 
eqq increase: foreign lending by private agents increases, and this 

development is accompanied by an improving creditworthiness of the 
domestic government. 

In a similar fashion, raising the weight of entrepreneurs in the 

government's objective function    shifts the  mq  curve to the left: the 

m*(q)
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lower likelihood of default makes foreign borrowing more attractive which, in 
turn, contributes to a lower likelihood of default. 

Finally, increasing the productive share of government spending   –
e.g. by reducing corruption or improving bureaucratic quality – increases  

eqm   and eqq  by encouraging private-sector borrowing. Note, however, that 

raising the total volume of G  has an ambiguous effect on eqm  and eqq  since, 

for a given value of  , increasing G  raises the attractiveness of becoming an 
entrepreneur, but also the tax burden and thus the incentive to default. 

 
3.6 Discussion 
 

While we modeled the private costs of sovereign default as resulting 
from a contraction of public borrowing and the associated breakdown in 
productivity-enhancing public infrastructure services, our theoretical 
framework allows for a wide array of alternative interpretations: capital losses 
could, e.g., result from restricted private-sector access to international lending 
as documented by Arteta and Hale (2008). If economic activity hinges on the 
availability of international credit, the consequences of government default 
would be the same as in our model. 

Moreover, sovereign default is often associated with a massive 
depreciation of the domestic currency. If private sector loans are denominated 
in foreign currency and if goods prices do not adjust immediately, such a 
depreciation has a dramatic effect on firms' profitability.11 This is another 
channel through which public default generates costs for private debtors. In 
fact, IMF (2002) analyzes the distributional consequences of four recent 
default episodes and documents that in most cases, default was associated 
with a sharp depreciation of the domestic currency. This depreciation “ 
...eroded the balance sheets of banks, particularly those with significant open 
foreign exchange positions” (IMF 2002:15). By contrast, “... others, 
particularly low-leveraged firms, reaped benefits from the depreciation” (IMF 
2002:16). 

To summarize, our model highlights one potential channel through 
which sovereign default inflicts costs on the private sector. We do, however, 
                                                            

11 The exposure of emerging markets to foreign-currency debt and their vulnerability to the 

balance-sheet effects of exchange rate swings is documented, e.g., by Eichengreen and 

Hausmmann (2005) and Levy Yeyati (2006). 
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believe that our theoretical framework conveys the gist of our argument, 
namely that private foreign borrowing results in growing opposition against 
government default.  

 
4 - Summary and conclusions 
 

It is often argued that excessive private-sector borrowing bodes ill for 
government creditworthiness in developing countries. In this paper, we have 
brought forward a counterargument highlighting the political-economic forces 
behind governments' default decisions: we argue that large external borrowing 
by the private sector raises the political costs of default and may thus increase 
the attractiveness of repayment. At the core of this argument is a distributional 
conflict between workers and entrepreneurs - with the latter bearing the onus 
of restricted access to international capital markets in the wake of a 
government default.  

A key feature of our model is that private foreign borrowing is 
endogenous with respect to government creditworthiness: a higher likelihood 
of default affects occupational choice and shrinks the “entrepreneurial class”. 
We have shown that removing entry barriers and enhancing competition in the 
financial sector as well as improving the quality of governance enhance 
sovereign creditworthiness by magnifying the constituency that opposes 
sovereign default 

Our analysis should be considered a step towards better understanding 
the political economy of default. Empirical results by Celasun and Harms 
(2008) suggest that private sector borrowing is, indeed, more of a boon than a 
burden to government creditworthiness. Still, there remains a lot of work to be 
done: in particular, in terms of more explicitly modeling the repayment 
decisions of the private sector. The next step would be to consider private 
agents' repayment incentives as in Jeske (2006) and to relate them to the 
political-economic mechanisms highlighted in this paper. This is a 
challenging task for future research. 
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